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This sessionwill offer a review of recent regulations,rulings,and proposedlegislation
affecting retirement plans.

MR. LEONARD MACTAS: Scott Tucker is a graduate,so far, of DePaulUniversity,
the LondonSchool of Economics,and the IndianaUniversity School of Law. He's a
Principalwith William Mercer in the Washington office in something Mercer refersto
as the Washington ResourceGroup, which isthe central arm of Mercer dealing in
technicalissuesand generallyprovidingserviceon legal and related matters to the
consultantsin the organization. EarlierScott was in with the Mercer consulting office
in Columbus.

MR. SCOTT TUCKER: I was intendingprimarilyto talk about the PBGCreform
proposals. We'll do that toward the end, but since we're a littleundermanned we'll
go ahead and try to pick up what we can. Firstof all, and I'm surethis is no surprise
to most everyone here, the IRS came out with most of the final regulationsfor
nondiscriminationcoverage. The replacement401(a)(4) regulationscame out at the
end of August 1993, and then within a few days the amendments to the regulations
for permitted disparity,minimum coverage,and the definitionof compensation came
out. Then the IRS also proposed changesto the separate-line-of-businessregulation.
So, other than the needed revisionsfor Section401 (a)(17), which is the maximum
compensationlimit, most of the 401 (a)(4) regulationsare in place. I'm not going to
go into them really in much detailother than to say that in the main the IRS adopted
the changes that were proposed earlierin 1993, in January with the 401 (a)(4)
regulationsand in April with the rest of the regulations.

There were a couple of changesfrom the proposed regulationsprimarily in the
401 (a)(4) areathat you might want to take note of. The IRS made a significant
change to the fresh start rules. I don't know if everyone'sfamiliarwith those
generally under the 401(a)(4) regulations. Those are instances where you can freeze
a benefit and then go forward with the accrualsafter that basisto do your nondis-
criminationtesting. It used to be that you could only index those frozenbenefits
accordingto a fraction of compensation, and the IRS changed it so that you can
actually update those frozen benefits usingactual compensation. That's probablythe
single,most significantchange, I think, at least from the proposed401 (a)(4) regula-
tions. But other than that, the IRS has not backed off its 1994 regulatory effective
date in order for plansto comply. Rans are going to have to be amended by the end
of the 1994 plan year to comply with the final regulations.

I do want to say a few things about 401 (a)(17), mainly because of the lower
compensationlimit (loweredto $150,000) effective with the 1994 plan year. That
happened, as you know, over in 1993. That's created some uncertainty, and the IRS

* Mr. Tucker, not a member of the Society, is Principalof William M. Mercer,
Inc. in Washington, District of Columbia.
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is expected to announce revisions to the final 401 (a)(17) regulations within the next
few weeks, but it has made a few comments publicly that give us some indication of
what those revisions might be. A representative from Treasury has said, at an
American Bar Association (ABA) seminar, that the IRS is going to apply the $150,000
retroactively, beginning with the 1994 plan year. Basically, that would mean, in a
final average pay plan, every year in the average would be $150,000, effective with
the 1994 plan year. That's what the IRS did with the $200,000 limit back in 1989.
There was some question whether it would do that or not, because if you read the
current final 401 (a)(17) regulations, the examples in there look like you plug in each
year's limit as you go forward after you get past 1989. Some people might have
thought that $150,000 was just another limit, albeit lower, but the IRShas said, no,
it is going to apply the $150,000 retroactively. The IRShas also seemed to indicate
that you should be able to use some of the transition rules for start dates that are in
the final regulations effective with the $150,000 limit. Well, that's welcome news. I
assume that you'll be able to then use the 401(a)(17) fresh start date just for the
employees affected by the $150,000 limit. You can use A plus B and wear-away,
and extended wear-away.

Having said that, there's really an important timing issue here. How do we decide
which of the transition rules we're going to use up to the end of the t 994 plan year?
But you have to probably grandfather any benefits that you want to go into the end
of 1993 by the end of the 1993 plan year. And that means that some plans that are
using final average compensation may want to use the current plan year limit,
$235,840, retroactively for all prior years. The IRS has said that that's a good faith
interpretation of the current guidance, so that you could go ahead and do that -
increase the amount that then would be grandfathered. That's not great, but you
probably have to take some action to do that before the end of the 1993 plan year.

MR. MACTAS: Scott, is there any likelihood that the IRS may relent on the deadline,
the end of the 1993 plan year? Is there any provision for the IRS to do that?

MR. TUCKER: No, I don't think so. I think the IRS feels that it has most of the
guidance out there - that there are really just the technical issues on 401 (a)(17), and
then it has the proposed separate-line-of-business regulations yet to finalize. Most of
the proposed regulations are actually liberalizations to those changes, and the IRS
doesn't know how many people are going to use separate line of business for the
regulations anyway. But our best information from talking to people at the IRS is that
it is not backing off the 1994 regulatoryeffective date. In fact, during this last go
aroundwhen the proposedregulationswere issued, the IRS received relativelyfew
negative comments at the hearingon these proposedregulationsearlierin the year.
There wasn't the kind of groundswell for delayingthe effective date that there was a
couple years ago.

MR. MACTAS: Well, if the IRS doesn't delay the effective date, is it a fair presump-
tion that, in general,the IRSwill let you go ahead and do the anticutback-type
approacheswith the new limit more or lessin the image of what the IRS was
preparedto permit when the limit was $200,000 plus?
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MR. TUCKER: Right. I think that's right, and the IRS seems to indicate that infor-
mally you can use the same fresh-start-date methodology and grandfather the benefits
as of the end of the 1993 plan year and then adopt an A plus B approach, if you
wanted to, which is primarily more favorable. So that's where we are with
401 (a)(17). That's the one piece that really isn't out there yet, although I think we
have a good feel for what the IRS is going to end up doing. I brought it up mainly
just to make sure that people are put on notice that they needed to think about how
to effect the accrued benefits in 1993 that you might ultimately want to transition in.
There's a real argument that you would be able to use the $235,840 to increase your
benefits as of the end of the 1993 plan year if you'd gotten into the 1994 plan year.
Because effectively the statute says you can't use any compensationmore than
$150,000 in determiningbenefits even if it was for an earlieryear.

MR. DAVID B. WEINSTOCK: Let's say you had a defined-benefitplanthat defined
your high pay as the high three-year average or historicalhigh three-year average, and
you lock into that and use the future accrualsas of 1994.

MR. TUCKER: Well, I think you'd end up with a grandfather benet-_as inthe 1993
plan year, and then you'd have to start over with $150,000 as the maximum
compensationthat could be used in your plan formula.

MR. WEINSTOCK: So you're saying the accrued benefit would be grandfathered
underthe $235,840 as of the end of 1993.

MR. TUCKER: Right. And it's not just, for instance, final average pay plans that may
want to worry about this. If there are career average plansthat typically do pay
updates and the sponsorwas considering an update sometime next year, the sponsor
may want to accelerate it and do it this year because,otherwise, the career average
compensationupdate might be limited by the $150,000.

MR. MACTAS: Scott, there may be a subsubjectof intereston 401 (a)(17) among
the people here. Let's get a show of hands. How many get involvedin excess plans
or supplementalexecutive retirement plans (SERPs)? There's a good enoughpropor-
tion that this may be of interest, Perhapswe can take a detour.

Those of you who do SERPsnow, when you do your SERPcalculationand determine
who you project to be in the SERP at some future date or those who will be covered
under a separate unfunded plan, (people whose eemings will be in excess of the limit,
which is currently $235,840 indexed by the time they retire) do you include people
who are above the current limit or the indexed limit in your calculations for the SERP?
In other words, we mean the employee group whom you include in the calculations
for the excess plan. Is it those who are currently say over $235,840 or those for
whom you project the pay will be over $235,840 with salary increases? How many
do it just based on the current pay limit?

FROM THE FLOOR: Are you referring to financial accounting standard (FAS) or
funding purposes?

MR. MACTAS: I mean for any company purpose, whether it's for funding or for FAS
calculations. I presume for FAS calculations you're generally consistent between the
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qualified plan and the excess plan - that you're projecting all the benefits under the
combined plans. Well, I take it most of you are projecting compensation and then
determining on the basis of the projected compensation whether a person will be over
the $235,840 indexed limit in order to include the individual in the calculation. Not
so?

MS. MARGARET M. WARNER: If you are funding typically for an excess plan,
you're not funding projected benefits, you're just funding accrued benefits. But for
FAS typically you're valuing a projected benefit obligation (PBO) sort of number. I
mean ff I'm setting up a secular trust and I'm really funding benefits, I don't fund
anything more than I'm actually willingto give employees. That's what I find
companies doing.

MR. MACTAS: Is that the generalpracticeamong peoplehere?

FROM THE FLOOR: I might addressa couple of things. Normallyon the excess plan
you would value it just likeyou would value a regularFAS 87 calculationand only
take the differencebetween that and whatever you're projectingunder your regular
FAS limits. In a previous comment you were asking about who is covered by these
plans. A lot of companies like to take the stance and define a particular group as
opposed to pay levels, that is, the senior vice president above or something like that,
which you can clearly do in excess benefit plans. One other observation in case we
get trapped in the 401 (a)(17) trap that we got caught in last time, it's probably going
to be worthwhile to install a wear-away formula equal to your accrued benefit at
December 31, 1993, plus a future service benefrt on and after January 1, 1994,
knowing, of course, that you have to limit your pre-1993 disparity to total of 35. But
I think you're going to be doing your client a disservice if you don't do that.

MR. TUCKER: Just two points. He's right about the transition. You have to think
about that if you want to use extended wear-away. It's also true that I think a
number of nonqualified plans, maybe not the majority of them, but some of them,
may not have been careful in the past as to who they included. They may simply
have meant to include somebody whose benefit was limited by 401 (a)(17). If that
was the way the plans described the eligibility provisions, if they didn't look at those
plans and perhaps amend them, then technically someone who had compensation
that was less than $235,840 but more than $150,000 might be brought into the
plan inadvertently as of the beginning of the year. So you just need to review your
nonqualified plans and make sure that doesn't happen.

Well, if no one has any other comments on 401 (a)(17), I guess we can maybe move
on a little bit and talk about some of the revenue procedures that the IRS came out
with just at the end of September 1993. I assume everyone knows by now that the
IRS has opened up the determination letter program. That was effective October 12.
All filings have to meet the new requirements in the revenue procedure. That's going
to change things a little bit. There's now going to be a two-track filing procedure.
You can file a basic letter, which covers all form requirements and certain core,
nonform requirements like the 401(a)(26), or you can expand your determination letter
request and, also, get coverage on certain noncore, nonform issues like nondesign
safe harbors, general testing, average benefits test, or whether any of your benefits
rights and features have passed the 401(a)(4) regulations.
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The IRS has taken the position in the revenue procedure that, in order to get a letter
for years earlier than 1994, you have to amend the plans to comply with the final
regulations. Also, it has ended its reliance period to all individually designed plans.
The reliance period allows you to amend the plan, get a determination letter, then not
have to amend it again for any changes in the regulations. You have to amend it
again if there's changes in legislation, but you don't have to amend it again for
changes in the regulations. The problem with that is you're going to have to get the
filing in by the end of June in order to get that extended reliance.

At the same time the IRS came out with the revenue procedure for determination
letters, it came out with two revenue procedures affecting separate lines of business,
one on the notification provisions. In order for you to be able to maintain a separate
line of business you have to notify the IRSthat you are. The revenue procedure
93-40 indicates those procedures. The IRS also had a revenue procedure covering
individual applications for administrative scrutiny, and determination sets under the
separate-line-of-business regulations as well. If you cannot pass the administrative
scrutiny requirements under the regulations, then you have to have an individual
application.

Another one of the revenue proceduresthat came out was one on the data require-
ments or at least the liberalizationof the data requirements for passingnondiscrimina-
tion coverage. Basically, in 1992 the IRShad proposed a revenue procedure where
you were going to be able to use something less than precise data as long as it was
the best data available at a reasonablecost, and the data created a high likelihood
that you were going to pass the test; and it also allowed you to use a snapshot day
in testing your plans - a day in which you determined the universe of employees of
the particular day and then you could test on that basis. And, also, the IRS had a
simplified procedure for determining how to compensate employees and also allowed
you just to test once every three years. Well, basically the revenue procedure that
came out at the end of September 1993 adopts all of those provisions in a final form,
as well as adds some other simplifications for collecting data for separate lines of
business and multiemployer plans. So those four revenue procedures are designed to
help complete the package, and allow employers to be able to implement the nondis-
crimination coverage regulations in time for compliance with 1994 plan year.

I don't know if anybody has any questions on any of those or not. They're mainly
implementation guidelines. They're something that you'll probably have to read at the
point when you do your actual testing, either in the general test or in decidinghow
you're going to show the plan's past coverage.

In the data RevenueProcedure,there were a couple of simplifications.One, the IRS
is going to allow you to pickyour highly compensatedemployeesusing almost plan-
year data. You're going to be able to do that regardlessof whether you pickeda
snapshottesting day or not, either for compliance testing or determininghighly
compensated employees. And you can do this, too, even if you haven't used the
calendar-yearelection under highlycompensated employee regulation. So this is
going to be fairly advantageous, I think.

One thing the IRS has done, too, that's going to help out some employers, is those
employers who have already amendedtheir plansto comply with the tax reform and
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have done their testing can use that as the beginningof their three-year testing. In
the eadier revenue procedureand as confirmedin the moat recent finalrevenue
procedure, you only have to reallytest once every three years as longas you're
satisfiedthat those resultsare still holdingup and are good results. So what the IRS
has done is say, well, if you have alreadydoneyour testing, then you don't have to
start over again in 1994.

I'm not reallygoing to say anything about the two revenue proceduresthat had to do
with separate linesof business. I'm not sure how much interest there is even yet
with those. I think people are stillwaiting to see whether the proposedchanges that
the IRS proposed earlierthis year will, in fact, be sufficiently flexibleto be able to use
separate lines of business in compliancetesting. Generally speaking, those changes
helped out becausethey allow you to count fewer individualswho spreadtheir
servicesamong different subsidiaries,andthey also say that you don't have to count
nonresidentaliensin your testing.

There is another seriesof revenue procedures,four of them, that came out the end of
September, that we might want to get into a little bit. The voluntarycompliance
resolutions(VCR) that the IRS introducedin the fall of 1992 allows planswith an
operationaldefect to present a letter to the nationaloffice highlightingthat operational
defect, proposinga correctionfor it and then they could get a compliance letter from
the IRS blessingthe correction without disqualificationof the plan. The primary
advantage is, you don't have the tax consequencesthat occur when a plan is
disqualified. The disadvantageis,you have to pay for the correction. In any case, I
think that was the program. It was set to expire at the end of 1993. The revenue
procedure that came out recently extends the program to the end of 1994, which is
good news. It also had in it additionalinformationon how to use the program, and
the IRS clarified the types of defects that you couldhave and use the program. For
instance, in the originalannouncementof the program in 1992 the IRSsaid, if you
had what it called "repeated and flagrant" defects, you couldn't come in and now
you stillcan. BasicallyI think the IRS is trying to open the door a littlebit wider and
allow more people to come in unless it feels that people had been particularly bad
with the plansor were doing somethingwith the assets. But the IRS is trying not to
push people away.

And the other thing, and this was much more interesting,is that the IRS saidthat
you cannot use the VCR programfor defectsthat arise out of qualificationrequire-
ments that were effective on or after the 1989 plan year. Basically,that means that,
if you have a tax-reform-relatedoperationaldefect, you can't use the VCR program.
The position the IRS has taken apparentlyis,you can amend your planto comply.
You have until the end of the remedial amendment period to comply so that you can
correct through that mechanism. That leaves open the issue, if you have an opera-
tional defect under tax reform, how in the world areyou supposed to get a letter
from the IRS saying that you corrected it? The only way you can get a VCR letter is
really on the tax reform defect, and it's been amended for tax reform and then the
operational defect arises. So that's something that people are still trying to clarify.

The revenue procedure also provides some guidance on how you're supposed to
correct some of these defects. Basically it wants you to keep assets in the plan, if at
all possible, although if there's a correction mechanism that is otherwise available
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under the Code like 415, then you can under 415 have some distribution in order to

reduce an excess annual addition as an example. The IRS also wants you to restore
any lost contributions or benefits to employees, and if there are any allocations that
need to be made, you have to adjust for earnings and forfeitures. So the IRS is
making it very clear that most of the corrections are going to be all-encompassing.
Again, that may be one of the reasons why not a lot of people have jumped forward
to use the VCR program. It's good that at least the IRS has put out the guidelines as
to what it is expecting so that you can have some sense as to whether you want to
proceed or not. And the other thing that the IRS did in the revenue procedure is it
announced a standardized VCR program. If you have a limited number of certain
kinds of defects, then you can sort of self-correct and just notify the IRS of your
self-correction. It's really a minimal filing. Do what the IRS asks you to do and notify
it that you've done that and pay the IRS $350, and it will send you a compliance
letter. You don't get involved in any negotiations with the National Office.

There are just a few of those types of defects that the IRS has identified that you can
use. If you have a top-heavy plan and you fail to make the top-heavy minimums,
then you're supposed to make a top heavy minimum using the procedure. If you
have a plan that has excess deferrals and you simply distribute the excess, you can
use the procedure. And then if you have a plan that has excluded eligible employees
and you have to make up contributions for their accounts, you do the procedure. In
those instances all you would have to do is make the corrections, describe how you
did them in a letter, send that to the service along with $350, and then supposedly
within 90 days the IRS will send you a compliance letter and you don't run the risk of
the plan being disqualified. So that's something to keep in mind in case you run
across one of those types of situations.

Those are the five main revenue procedures that have come out over the last several
weeks; the most recent four of them really having to do with the implementation of
nondiscrimination coverage. The one having to do with using less precise data and
the three-year testing cycle is especially helpful when plans try to implement the
nondiscrimination coverage regulation. Are there any questions about any of those?

MR. ROBERT GOGGIN: I have a question about that three-year period for the testing.
I think in your example you said that let's say you have amended your plan. It's now
clearthat you can use that as a beginning of a three-year period. I have two
questions really. Is plan amendment really part of that issue? In other words, let's
say you decided not to change a formula at all. You've done a general test and
passed it, based on whatever guidance you had available a year-and-a-half ego. So is
a plan amendment really an issue as such?

MR. TUCKER: Well, I think the plan is going to have to comply with the final
regulations in order for you to be able to start your three-year testing cycle. It may
not take an amendment, that's true. Some plans may have already complied.

MR. GOGGIN: The second part of the question is, could that test that you've done,
the 401 (a)(4) test, could that be based on so-called substantiation quality data?

MR. TUCKER: Sure, that's right. That's the less precise data that the IRS will allow
you to use as long as you think that it's the best data availableat reasonable cost
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and there's a high likelihood the plan's going to pass using more precise data. And
that's basically using valuation data. That's the best example to show that your plan
is going to pass that general test. One of the minor changes that was in the recent
revenue procedure that is probably worth noting is that, when the proposed revenue
procedure came out in 1992, it was a little unclear what you had to do if a sponsor
had both a defined-contribution plan and a defined-benefit plan. If the justification for
using less precise data was that you didn't have it or didn't have it easily and you had
a defined-contribution plan, then you had more precise data, should you be using that
to do your general test? The revenue procedure that just came out said, no, that
even though you have a defined contribution, that doesn't mean you can't usa
something more like valuation data to do the test. Again, the IRS has adopted what
it proposed in 1992 and then simplified it even further, which is good. The IRS is
clearly trying to make the rules easier for sponsors to live with, make the testing
burden a lot less, I think. I remember a couple of years ago when the first set of final
regulations came out. The overwhelming reaction, of course, was that the IRS was
asking employers to come up with something like benefit certification data simply to
be able to do the general test so that they could demonstrate they were nondis-
criminatory, and for larger employers especially that was a serious problem. I think
the IRS has gone a long way to try to mitigate some of those difficulties now with
that one particular revenue procedure, t guess there aren't any other questions on
those revenue procedures?

We can move on to the PBGC reform proposals unless somebody has any questions
on some of the final regulations or other guidance that has come out recently. Now,
this is certainly the most recent development - so recent, in fact, that the PBGC has
really yet to introduce e bill. The PBGC announced at the end of September 1993
what its reform proposal is going to look like, and this was, as you probably know, in
response to some of the pressure the PBGC was getting from the Hill, specifically,
Congressman Pickle, who was Chairman of the House Ways and Means Oversight
Committee. He had held hearings earlier in the year on underfunding in defined-
benefit plans and the long-term solvency of the PBGC, and it looked like he was
about ready to move on his own bill. The administration stepped in and said it was
appointing a joint agency task force to look at the issue. I think the administration is
basically trying to delay the considerations a little bit, but the reform proposal that it
announced is basically what the joint agency task force came up with. And so far
the provision that has received the most press play is the provision to eliminate cross-
testing in defined-contribution plans. Basically, the provision is attempting to attack
what the administration sees as the use of age-weighted profit-sharing plans. That's
the provision I think that's been written up the most. But actually the main focus of
the bill is really just to speed up funding of the underfunded defined-benefit plan. The
administration has decided that it can't continue the subsidies for the variable premi-
um, which I'll talk about in a minute. The administration is going to take off the cap.
It doesn't think it can restrict any of the benefit guarantees the PBGC has in place or
keep plan sponsors away from increasing benefits. In the reform proposal,there also
are a lot of miscellaneous provisions that are going to affect other plans besides just
underfunded defined-benefit plans or age-weighted plans. The reform proposal
provisions are going to affect a lot of ongoing and terminated plans, as well.

As I said, I think the key of the proposal is trying to improve the minimum funding
requirements for underfunded defined-benefit plans. The proposal is going to do that I
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think in three ways. It is going to strengthen the deficit reduction contribution (DRC).
It is going to adopt a plan solvency rule and then also require immediate recognition of
negotiated benefit increases. The strengthening of the DRC, again, is going to
happen, according to the proposal, three different ways. First of all, the administra-
tion seeks to eliminate the double counting of gains in the DRC, as I understand it.
I'm not an actuary, so you all have to bear with me, but currently there are gains that
reduce the underfunding in the DRC and then the same gains then reduce the DRC
again when it becomes a charge to the funding standard account. So the administra-
tion seeks to eliminate that. I think that's been one way in which underfunded plans
have not had to make as much contributions, as much by the way of contributions
as was originally intended when legislators made the Omnibus Budget Reconciliation
Act (OBRA) 87 changes. The administration is also going to legislate interest and
mortality for DRC purposes. Rans are only going to be able to use 90-100% of the
current liability interest rate rather than 90-110% of the current liability interest rate. I
don't think the administration is changing the underlying methodology for determining
the interest rate. it is just capping the range. And it is also then going to mandate a
mortality table. You're going to have to use group annuity mortality table (GAM),
1983 for determining the DRC.

Other changes in the assumptions from what's affecting the 1993 plan year accord-
ing to the proposal might also require IRS approval. The third change the edministrae
tion is going to make to try to improve funding, and this is probably the most signifi-
cant, I guess, is it is going to changethe DRC formula itself. Currently,for the plans
that are underfundedor have a funding ratio of 35% or less, for post-1987 benefits,
you have to fund those on a basisof 30% per year. I think that's supposedto be
about a five-year amo_zation. And the administrationis going to take that 30%
formula and apply it to plans with funding ratios from 35-60%. So the administration
is basicallygoing to speed up the fundingof those plans. And then for planswith
funding ratios of 65% or more the administrationis goingto reduce the 30% formula
down to 20%.

Just the DRC calculationshows that the administrationprimarilybelievesthat what it
needs to do is to speed up the fundingin the underfundedplan. That's the basic
solutionto PBGC's long-term exposure. Anybody have any questions? Good. I'm
not sure I'm the expert on all this.

MR. PATRICK WELSH: What's the effective date on those?

MR. TUCKER: Well, under the proposal the provisions would be effective with the
1995 plan year. That gets into another issue as to whether it's likely that the bill will
be passed in time so that could still be the effective date. Right now it looks like it's
definitely not going to get passed this year. Congress is much more enamored with
health care reform than it is with PBGC, so it's not going to get passed this year, but
at least under the proposal that would be the effective date.

Now besides changing the DRC there's also a change that would adopt a plan
solvency rule. This would require plans that were invested in a lot of illiquid invest-
ments, something other than cash or marketable securitiee, to have to maintain at
least three years' worth of disbursements in cash or marketable securities. And the
three years would be measured against the last 12 months' disbursements.
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Disbursements include administrative expenses, benefit payments, including some
portions of lump sums and annuity purchases. You know, it's primarily a short-term
mechanism trying to beef up the funding in plans that are invested in something other
than cash marketable securities. If the plan does not meet that three-year require-
ment, then there would be quarterlycontributionsor solvency paymentsthat would
be due to the plan. To the extent the sponsordoesn't make those solvency pay-
ments, then benef_ paymentswould be restricted,and the plan could not pay out
lump sums or purchaseannuities. The plancould only pay out amounts that were
based on single life annuities,and that would be the case until the solvencypayments
were made up.

MR. DAVID S. WEAN: These additional solvency payments, would they be in
addition to the minimum fundingrequirementsand the regularquarterly contributions?

MR. TUCKER: Well, I know that the DRC formula is goingto be transitionedin, but
the solvency payments will not. So I think that's the case.

MR. WEAN: Will they be tax deductible?

MR. TUCKER: At least in the draft of the proposalI read, the administrationdidn't
addressthat issue. I would assume solvencypaymentswould have to be, but I don't
know. The problem we have here I think in some respects is we don't have a bill
yet. When the administrationannouncedthe draft proposals,it had a bill ready to
draw up in Congress. Congresssent it backto the administration primarilybecause
of jurisdictionalissueswith the PBGC,either becausethe administration's new people
or whatever did not divide up the bill into the portionsthat go to the respective
committees in Congressand since the end of September, the administrationhas been
working to try to redo that, so nobody'sseen the draft languageof the billyet. So,
what we're reallyworking off of isthe draft of the proposalthat was circulatedon
the Hill about the same time as the administrationannouncedwhat it was doing. So
we have some generaloutlines of what the proposalis, but don't have real specific
answers on some of those types of questions.

MR. MACTAS: Scott, I presumethe expression"only the amount payableas a
straight life annuity" is intended to include qualified joint and survivor annuities as well.

MR. TUCKER: I would think so. I just picked up from what the administration used
in the proposal itself, but you would think that the administration would have to
recognize that as what had to be paid under the qualified plan rule.

The other change that would affect funding is an immediate recognition of any
negotiated benefit increases, as soon as they were negotiated, even if they weren't
effective for several years. This would mean that, if you concluded collective bargain-
ing negotiations and you'd improved benefrts for several years in the future, you'd
recognize those immediately for funding purposes. That's generally supposed to be
effective with the 1995 plan year, but at least according to the draft proposal benefits
that have already been negotiated this year and next year and that are effective after
1994, that would still be subjectto the provision. So presumablyonce the provision
was effective, you'd have to recognizethose previouslynegotiated benefit increases
in the funding. I'm not sure that's going to make some largeremployers, who are
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currently going through collective bargaining,very happy. Nevertheless, I think the
administration has recognized it's only the most underfunded plans that are under-

funded because of those benefit increases. So those are the basic three changes to
the funding requirements.

As I men6oned earlier, there's going to be a requirement that the liabilities that are in
the new DRC formula will be recognized immediately. There's one exception. Any
increase in liabilities because of the mandated interest and mortality is going to be
amortized over 12 years. That's one concession the administration has made. The
other concession is that it is going to have a transition rule that sort of limits the
effects of the required increases. The increases in the DRC are going to be limited by
the amount to increase the funding ratio of the plan by 3 percentage points a year
through 1999 and then 4 percentage points for 2000 plan year and 5 percentage
points for 2001. So that would mean that a plan with a funding ratio as of the
beginning of 1995 of 50% would have to increase to a funding ratio of 53% for
1995, 65% by 1999, and 74% by the year 2001. So that could serve to limit the
effects of some of these changes in the funding requirements. And then plans with
funding ratios of at least 85% would have a slightly more generous transition rule,
Having said all that, any plan would still be required to make the contribution that
current law would have required, and it would also always be required to make the
solvency rule payment. Those contributions operate independently, at least the DRC
ores.

MR. MACTAS: Well, the solvency rule increasecouldapparentlybe used to help
meet the funding ratio.

MR. TUCKER: Yes, you would think so. And, again, it's primarilya way of changing
the mix in the assets. Presumablythe administrationdidn't want to say that you had
to go out and sellthe buildingthat was in your plan, but what it wants you to do is
put in the cash to make sure you have three yearsworth of benefit payments there.
And, obviously,for policy reasons, the administrationwants to keepthose plans
funded on a cash basis longenoughfor some of these other funding requirementsto
kick in.

There's some good news here at least for sponsorsof well-funded plans. The
administrationis going to drop the quarterly contributionrequirementfor plans that
have been fully funded for current liabilityduring the precedingyear, so you aren't
going to run up against that problemof making quarterly contributionsonly to find out
that you shouldn't have made them and then have to try to get them back out of the
plan. So I think that's a welcome change. Anyway, I don't know if it's the best
placeto put that provision,but certainly the PBGC reform proposalis being used as a
vehicle for changes ina lot of areas because it's going to be probablythe primary
pensionbillthat Congressis going to considerover the next year-and-a-half,so that's
in there. The administrationis also going to eliminate the 4971 excisetax in a couple
of situations.

The primary focus of the bill, as I said, is on funding, but it's alsotrue that the PBGC
is attempting to reallyexpand its complianceauthority and has a number of provisions
in the bill to do that and I'll get into those in just a minute. PBGCis also seeking to
eliminate the subsidythat's inherent in the variablepremium fight now. Apparently,
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right now the variable premium only has about an effective premium rate of about $5
per participant for a $1,000 underfunding, for the most severely underfunded plan,
rather than $9. So, what the PBGC is going to do is to take the $53 cap off the
variable premium. That will be phased in at about 33% per year. In other words,
phase it in over three years. But the PBGC anticipates that, for the most severely
underfunded plans, the premium could 9o from $72 per participant to $140. And
there's already been some objections to that raised by some members on the Hill, and
the response back I think is that the PBGC has looked at it and said, well, on average
for every $1 of premium increase that a number of the plans that might be most
severely affected by this might have to pay, the corporations are paying out about
$90 in dividends. So, clearly, the PBGC thinks that the money should go to PBGC
before it goes to stockholders. Again, the PBGC has rejectedany increasein the flat-
rate premium. SO, cleady, the focus of the proposalis to try to get at the plans that
are underfunded ratherthan try to collect more money from the well-funded plans.

As I said, the proposalwould alsoexpand the PBGC's access to employer information
and broaden its court-imposed remedies. The PBGC is changing the number of
reportable events. It is including four new ones that would require sponsors to report
to the PBGC when the sponsor leaves the control group, when a sponsor's liquidated,
when a sponsor declares extraordinary dividends or redeems 10% of its stock in a
12-month period. The PBGC wants to know a lot more about what's going on with
employers and their plans than it has in the past. It has had a problem in trying to
get information because there hasn't really been a mechanism for it to do so, other
than to write letters and ask for the information.

MR. ROBERT L, NOVAK: The number of $140 got fairly widely reported. I think it
was in The New York 77rues,and I think it was subject to some confusion. As I
understand it there really is no cap, that this was an estimate done by the PBGC.

MR. TUCKER: That's right.

MR. NOVAK: I'm kind of curious what interest rate it might of been done at. I
guess for October, the rate is 4.80%. I'm curious if the PBGC went that low in
doing the estimate.

MR. TUCKER: I don't know. The material that I reed didn't really indicate what
interest rate it had used to back the estimate up. I don't know. I'm sure it did
studies to back up the proposal, but I just haven't seen them.

What's interesting about these reportable event filings is that, if the control group has
$50 million or more of unfunded vested benefits, before the event could take place
you'd have to give the PBGC 30 days' advance notice. So, again, it wants to know
what's going on out there in corporate America to a much greater extent than it feels
it does now. I'd be curious to see what kind of reaction that gets on the Hill.

The PBGC is also goingto ask for annual nondisclosibleinformation from certain
employers who have unfunded vested benefits greater than $50 million- where the
employer is basicallygoing to be reporting financialinformationabout its planson an
annual basisto the PBGC. Right now the PBGChas a group that combs the
newspapers and other types of government filingsto try to find out what's going on,
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and then, if the group members think that there's a problem, they will contact that
employer. So I think this is designed primarily to make that data gathering require-
ment easier. But, again, that's something that may have a little bit more sympathy, I
suppose.

The proposal would also affect sponsors in financial trouble. It's going to require that
any liquidating sponsor be liable for underfunding in the plan as if it had terminated. If
you liquidate the sponsor right now, the PBGC has to step in and terminate the plan
in order to create that liability. It doesn't like to do that, so it is going to make it a
liability that attaches to liquidating sponsors at the time they go out of business. For
some sponsorswho are liquidatingand then passingthe liabilitiesback to other
members of the control group,and the PBGC is going to have it occur right when the
one sponsor liquidates.

The proposalwould also prohibitany benefit increaseswhile this employerwas in
bankruptcy. Interestingly,there are no other real bankruptcy-relatedprovisionsin the
proposal. But the PBGC has saidpubliclythat it is stillinterested in bankruptcy
reform. It stillwants sponsorsthat are in bankruptcyto have to make minimum
funding contributions,and it stillwants to be able to serveon the Creditor's Commit-
tee. I guessthe PBGC just doesn't think that the administration'sreform proposalis
the best vehicleto get those things accomplished.

There are a couple of provisionsthat are designedto affect participantcommunica-
tions. Rans that are underfundedand pay variablepremiumswould haveto notify
their participantsas to their underfundednessand what the benefit guaranteesare.
They would have to do that every year. And then also the PBGCsays that it's going
to assume the liabilityfor missingparticipantson a standardplan termination. That's
good news I guess. We probablyhave had standard plan terminationsthat have
ended up with several hundredsof missingparticipants. The PBGCfindsthem and
doesn't know what to do with them. Should it set up bank accountsor, otherwise
try to provide for the benefits? The PBGCis just goingto take on that liability,
because it is alsogoing to take the assetsof those missingparticipants. I guess
that's a help to participants.

At the end of the proposal, there are a number of changesthat were a little surprising
because they're not directlyrelatedto PBGCreform, but they're going to affect
ongoingplans. The PBGC is goingto changethe methodology for calculatinglump
sums for ongoing plans. It is goingto divorce the 417(e) applicableinterest rate from
the PBGCrate structure, and you're goingto use 30-year Treasuriesinstead. And the
PBGCis alsogoing to mandate a mortality table that will currently be the GAM 1983
table. This would be requiredfor the 2000 plan year, but at least accordingto the
draft proposal, employerscould adopt that early if they wanted to, and it would not
be a cutback under the Code or ERISA. So that if you currently had an interest rate
that was based on the PBGCrates and this proposalpassed, presumablyyou could
amend the plan, adopt 30-year Treasuries,and then pay out what would, in effect,
be the much lower lump sums, and that would not be a cutback. It will be interest-
ing to see if that provisionreally gets past some of the people in the laborcommittees
on the Hill, but at least PBGC has put it out there as a proposal.
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And, also, I don't know that I'm an expert on this area, but I know that in cash-
balance plans there's a problem with the interest rate that you use if you have to use
the PBGC interest rate. And to the extent that you no longerhave to use PBGC
interest rates to calculate lump sums, that problem sort of goes away, too.

MR. MACTAS: I understandthe Treasurydoesn't plan to issue30-year bonds
anymore.

MR. TUCKER: A good point. Well, I guess the two parts of government ought to
talk to each other then. The administrationis alsogoing to change the thresholdfor
involuntarycash-outs, goingto up that from $3,500 to 5,000, and they're going to
index it. I was very surprisedto see this provision in there. I'm not sure what this
does to help out the PBGC, but the administration is going to index the cash-out in
$500 increments and then round it down to $500 increments. The administration is

also going to change the methodology for indexing the 415 limits and 402(g) limits.
It is going to have the limits go up in specific increments and then round those down.
For 415 the limits would only go up in $5,000 increments, and for 402(g), which is
the salary deferral, limits go up in $500 increments. For instance, on the 402(g) limit,
if it was $9,900 then you'd round it down to $9,500, because that's the next lowest
multiple of $500. This is a methodology that I know is similar to what is being
offered in pension simplification for 415, and it's also something that's currently in the
statute for indexing the 401 (a)(17) limits. It looks like they're trying to gain revenue
at the margins by not letting the cost-of-living increases increase until you've reached
these thresholds.

MR. MACTAS: Sounds more like that than simplification.

MR. TUCKER: Yes, it's much more like it. I'm not sure what the revenue figures
are, but I'm sure they think that's going to raise the money for them. It's interesting
that the draft of the proposal that was circulating on the Hill didn't say anything about
what was the most controversial portion of the reform proposals that was then later
announced and that's the elimination of cross testing for a defined-contribution plan.
And that has really stolen the headlines most recently. Apparently the administration,
as I said earlier, is very upset about the publicity that some of the age-weighted profit-
sharing plans are getting by way of directing a lot of contributions to older, more
highly paid individuals. And we haven't seen the bill language, so we don't know for
sure what is being proposed, but it looks like the administration is trying to prevent
defined-contribution plans from being able to be tested on a benefits basis.

Nell Hennessy said recently that the administration is going to prevent the establish-
ment of those types of plans and that existing plans might have until 1995 to be
revised. I think one of the press reports had her saying that existing plans will have
until 1997 for revision, but that was apparently a misquote. The administration also
said that it was taken back a little bit about how this provisionmight affect some
larger employers, and it is willing to work with some of the larger employers who
might be counting on cross-testing and see if they can further refine the proposal.
But right now the administration still plans to go forward with it. There was some
speculation, I think, that the reason the bill was so late in being sent up to the Hill
was because the administration might have been looking at this. And our best
information is, no, that it has the provision in there and it hasn't been working on it,

1968



LATE BREAKING DEVELOPMENTS

that the provision is going to stay in there. And the reasons the bill hasn't been
dropped yet are basically because of those jurisdictional issues I mentioned earlier. So
that's going to upset a number of people's planning for tax reform compliance, I'm
sure.

As I said, as to the prospects for the bill, clearly, it's not going to pass this year. We
received sort of favorable response from the House Oversight Committee, but
Congressman Pickle has somewhat faulted it already because it doesn't seek to
eliminate benefit increases. His bill, the one that he introduced in 1992 in fact, would
prevent plans from increasing benefits if they were less than 90% funded unless they
posted some kind of collateral, and that's an issue that he thinks still has to be
addressed. This current bill would not limit benefit increases. It's going to be an
issue between the administration and Congressman Pickle as to whether that needs
to be added to the provision. It's a little bit too early to see if that's going to hold up
passage. Rostenkowski has said that pension reform is on the table next year -
probably not seriously until after we're a bit further down the road with health care
reform. But, clearly, it's something that's going to create a lot of interest and activity
in the Congress.

There's another pieceof pension legislationthat also looks like it might get some
interest. Just this week, Rostenkowskisaidthat he's goingto try to schedule a
markupfor a technicaltax bill that may includesome pensionsimplification. The
feelingon the Hill is that the legislatorsdon't want to have a bill that includes
anythingcontroversial. They don't want to have phonecallsfrom the constituents on
the bill. They don't want to create a higher profileon any of these issuesso that it
becomes something that other members might want to add on someof their own
bills,too. So it's not clear how much of pensionsimplificationmight get included,
because, as you recall,there were a coupleof provisionsin that bill,the one that's
alreadybeen introduced,that had created some controversy. The proposedsimplifica-
tion includesthe repealof five-yearaveraging. It includessafe harborsfor nondiscrim-
inationtesting for 401(k) plans. That's a provisionthat the administrationdoesn't
particularlylike. Some of the people in the laborcommittees don't like it either
because it basicallymeans employersdon't have to work as hard getting the non-
highlypaid to make contributionsto 401 (k) plans. They can simplygive them a floor
contributionand then not have to worry about satisfyingany deferraltest. So
anyway, those provisionshave been somewhat controversial,so it may not be that
those aspects of pension simplificationwould be included, but there are some other
thingsthat could be. Anyway it looks like at least that Rostenkowskiis going to try
to move forward with some type of bill, and we ought to know in the next few
weeks whether there's any chance of that or not. He certainlywants to try to do it,
and the issuereally is whether other members of Congresswill let him do that
without turning the billinto something that it shouldn't be. I think they're especially
afraid that, if the billwere to get to the Senate, some of the Senators might try to
use that as a vehicleto get some of their own piecesof legislationattached.

Phil Gramm, for instance, is very interested in tryingto get a provisionattached that
would repealthe retroactiveprovisioninthe increasein tax rates. That's another
piece of legislationthat may, in fact, heat up this year, ratherthan pensionreform,
which is probablygoingto be on the plate next year. Does anybody have any
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questions about either the PBGC reform bill or anything else that's going on in the
Hill?

MR. MACTAS: As a matter of fact, ff you have any question or any observation on
a late breaking development of your own, that you'd like to let the other members of
the group in on or you'd like to ask a question of Scott on, we invite you to come up
and talk.

MR. ROBERTK. CALDWELL: Well, this isn't a qualification question. I would be
interested if anyone has any comments orobservationshe or she might want to
share or discusson the recentSEC challengeof the discountrate on past disclosures.
I think this could have as much impact maybe asanyone's talked about here and
represents another nail in the pension coffin.

MR. TUCKER: I don't have any special insight on that.

MR. MACTAS: Where's the Coopers guy?

MR. NOVAK: It's a little bit hard for me to say, because I'm in the human resource
group, and it's really the function more of the audit practice. I don't think currently
any clients are being recommended to use a discount rate in excess of 7% based on
available interest rates, and I guess comments made by the Chairman of the SEC are
mirroring that. But other than that, really, I'm not at liberty to say anything further.

I did have a question on a totally different topic, though, as long as I'm here. Going
back to the weighted changes in 401 (a)(17) regulations, for a company that wanted
to maximize the accruedbenefits as of the end of the 1993 plan year, I'm somewhat
uncertain if you said that you could usethe $235,840 for allprioryears or if you're
limited to the 401 (a). So, for instance, if a plan was finalthree pay, are you limited
to the 401 (a)(17) limitsin 1993, 1992, and 1991 with regard to the accrued benefit?

MR. TUCKER: What I'd said was that it was acceptableto use the $235,840 for all
prioryears. The IRS has said that in its goodfaith memo field directiveand has
indicated informally that it stillholdsto that position.

MR. NOVAK: So then the accrued benefitcouldbe defined as the greater of using
the $235,840 for all prioryearsor the accruedbenef'_on December 31, 1988,
effectively, which may be largerfor somevery highlypaid people.

MR. TUCKER: Well, that's right. And that raises anotherissue, too. There are some
plansthat were usingthe wear-away approachin 1988, that may have been better
off using A plusB, but they didn't worw about it quite so much because they
thought compensation was goingto continueto increase. And becausecompensa-
tion would continueto increase,then basicallywithin a few years the grandfather
would go away. Butthey may want to reconsiderthat, and if they do, then they
probablyought to do something before the end of the 1993 plan year and maybe
changetheir end of 1988 grandfather,aswell.
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