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  We have some sad news to deliver. One of 
our editorial board members, Ed Burrows 
has passed away after a long battle with 

cancer. Ed has written many articles for JPB, the 
latest being an article written two years ago about the 
impact of the revised accounting standards on pension 
plans. Ed was a dear friend and a true pioneer in the 
retirement plan field. Always creative, Ed was truly a 
consultant’s consultant. We will miss him dearly and 
send our condolences to his wife, Tracy, and the rest of 
his family.  

 Stephanie Napier leads off this issue with her article 
on participant disclosure, “The Department of Labor’s 
New Participant Disclosure Regulations: Let the Sun 
Shine In.” By the time you read this article, the DOL 
regulations will be effective, unless there is an 11th 
hour delay. Stephanie is writing for us for the first 
time, so we’re very happy to get her take on the new 
disclosure rules and their impact on plan sponsors and 
administrators. 

 Beth Almeida and Flick Fornia have combined 
forces to bring us a pro-DB article “Defined Benefit 
Plans: A Better Bang for the Buck.” Beth is Executive 
Director of the National Institute on Retirement 
Security, an organization committed to the defined 
benefit system. Flick, a Senior Vice President of 
Aon Consulting, is an actuary working in pensions 
and retirement health care for nearly 30 years. Their 
feature article discusses the advantages of DB plans 
over DC plans and provides a statistical analysis of 
how DB plans are better at delivery benefits to plan 
 participants. 

 Mitchel Whitehead and Jill Sullivan tackle 
the subject of “Pension Contributions for Strike 
Replacements.” This is a fundamental problem for a 
number of multiemployer pension plan trustees and 
employers. Mitchel and Jill examine the history of the 
law, look at NLRB rulings and case law to provide 
recommendations to trustees and employers in dealing 
with pension contributions for replacement workers. 

 Our next feature, “PPA Lump Sum Requirements 
and IRS Notice 2008-30,” written by Howard Small, 
addresses the quandary that a number of defined bene-
fit plan sponsors face: the decline of lump sum amounts 
for retiring employees. While most plan sponsors are 
happy to reduce the lump sum amounts that need to 
be paid to employees due to the passage of PPA, some 
plan sponsors are reluctant to reduce the lump sums 
because they realize that soon-to-be retired employees 

have been planning on certain amounts. Howard’s arti-
cle discusses the options available to such plan sponsors 
and how they can preserve or at least protect the lump 
sums that their employees were expecting. 

 David Pratt has generously contributed two 
articles to this issue of JPB. The first, “Code Section 
501(c)(18): The Definitive (and Probably Only) Article 
You Will Ever Read,” is a somewhat tongue-in-cheek 
piece about a very obscure provision in the Internal 
Revenue Code. If nothing else, this will add to your 
vast store of pension knowledge and we are very appre-
ciative that David shared it with us. David’s regular 
feature focuses on the bailout bill. David discusses the 
various executive compensation provisions in the bill 
and other employee benefit provisions. 

 Aaron Pierce has also contributed a piece on the 
new DOL disclosure requirements for all participant-
directed plan. As mentioned above, these regulations 
will likely be effective by the time you read this. Or, 
you may be hearing loud rejoicing that the regulations 
are delayed! 

 Frances-Ann Moran and David Pilson have col-
laborated on an interesting feature entitled “Forget 
the Alimony! I Want the Survivor Benefit Instead.” 
Frances-Ann and David review existing case law and 
discuss the quandary faced by plan administrators 
when a participant dies, remarries, or assigns survivor 
rights to a former spouse before a QDRO is in place.   

 Jonathan Barry Forman, a professor at the 
University of Oklahoma College of Law, has written a 
provocative article, “Should We Replace the Current 
Pension System with a Universal Pension System?” 
Jon discusses the lack of coverage of lower paid work-
ers in employer-sponsored plans and the failure of 
401(k) plans to provide meaningful retirement ben-
efits. He proposes an alternative that will likely be 
more effective in delivering benefits to employees.   

 Amy Healy has written for JPB before. Her cur-
rent submission, “Massachusetts Legislative Update: 
Expanded Mental Heath Parity, Fair Share Testing, 
and Minimum Creditable Coverage,” reviews the 
impact of recent changes to Massachusetts state law. 
This will have an impact not only on companies resid-
ing in Massachusetts, but also companies that employ 
individuals who work in Massachusetts. It is interest-
ing because a number of states may be adopting simi-
lar provisions. 

 Martin Tierney’s column on Nonqualified Plans, 
“Squeezing the Vise: The Impact of Code Section 

 From the Editors 
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409A on Nonqualified Deferred Compensation 
Arrangements Linked to Qualified Retirement Plans,” 
elaborates on the interplay between nonqualified and 
qualified plans. There are troublesome aspects of the 
409A rules when these plans are linked together, and 
Martin proposes some practical solutions for dealing 
with these rules. 

 Reed Cline’s column on Plan Administration, “The 
Thrill Ride of a Lifetime,” explores all the  excite-
ment  happening with retirement plans right now: law 
changes, new 5500s, the bear market, and new par-
ticipant disclosures (to name a few). Reed gives those 
of us in the trenches a map for dealing with the stress 
of projects, deadlines, and unhappy plan sponsors and 
participants.   

 Harold Ashner’s column on PBGC Issues deals with 
the planning of a standard termination. Harold talks 
about the decisions that a plan sponsor must make in 
considering the termination of a PBGC-covered DB 
plan, the communication strategy to plan participants, 
and the review of the plan asset allocation. 

 We welcome two new columnists to this issue: 
Adam Pozek and Matthew Hutcheson. Adam is our 
new 401(k) columnist. Adam is the Vice President 
of Consulting Services for Sentinel Benefits Group in 
Wakefield, Massachusetts. His inaugural column is 
on the topic of the correction of missed deferrals in 
a 401(k) plan. Adam discusses the new provisions in 
Revenue Procedure 2008-50, the EPCRS procedure, 
for dealing with the issue of making participants 
whole when the plan sponsor fails to bring partici-
pants into the 401(k) plan on a timely basis. 

 Matthew Hutcheson, LLC is a Professional 
Independent Fiduciary firm accepting ERISA fidu-
ciary appointments from plan sponsors, legal coun-
sel, or federal courts. He will be our new 401(k) 
Investments columnist. His first column is very appro-
priate for these turbulent times, “Investment Risk vs. 
Unprincipled Speculation.” We think you will enjoy 
Matt’s insight on these investment issues. 

 Yes, Sometimes the IRS Gets It Right 
 Okay, I acknowledge that, when the IRS does some-

thing that aggravates me, I use this column as my per-
sonal soapbox to rant about it. (In fact, Joan and I have 
started calling this part of the From the Editors “Ilene’s 
Rant” in acknowledgement of that fact.) But, fair is fair, 
and I want to express my absolute pleasure at what I 
consider one of the best-reasoned, cogent pieces of guid-
ance issued by the IRS in past years: the new release 
regarding rollovers as business start-ups (ROBS). 

 For those of you who have not been exposed to this 
company creation structure, let me give you a quick 
overview. Suppose that you have been an employee 
of various companies for an extended period of time, 
and have accumulated a good chunk of change in 
the retirement plans of those companies. Suppose 
further that the realities of our economy have got-
ten you down (i.e., every time you get your desk 
chair just how you like it, you get laid off), and you 
have decided that the answer is to buy a business and 
become an entrepreneur. However, your only source 
of savings is socked away in these retirement plans. 
What to do? 

 The answer is that you can take the following steps: 

   1. Start a corporation of your own. Let’s call it the 
ABC Company, Inc.  

  2. Set up a defined contribution plan in ABC 
Company, Inc. Let’s call it the ABC Company, Inc. 
Profit Sharing Plan (the Plan). Make sure that the 
Plan permits rollovers and participant direction of 
investments in the rollover accounts, and also per-
mits rollover funds to be used to purchase qualified 
employer securities.  

  3. Elect a direct rollover of all your retirement plan 
funds from the various employer plans to the 
extent that a distribution is available into the ABC 
Company, Inc. Profit Sharing Plan.  

  4. Direct the investment of your rollover account into 
stock of ABC Company, Inc.  

  5. Once this is done, all of your retirement funds are 
now in the hands of the company, and your rollover 
account owns all or part of the stock of the plan 
sponsor. The company can now use those funds to 
purchase the assets of an existing business. Voila! 
You’re up and running.     

 Needless to say, the ROBS structure has all the 
elements needed for a significant abuse of retirement 
plan laws. After all, tax-sheltered retirement funds are 
ultimately being used by the plan sponsor to purchase 
a business. So, the IRS got interested, investigated the 
structure, and came out with some guidance for its 
agents to use in reviewing these programs. This guid-
ance is in the form of an October 1, 2008, memoran-
dum from Michael Julienelle, who is the new Director 
of Employee Plans at the IRS. 

 It would have been so easy for the IRS to get pater-
nalistic and try to shut down ROBS structures as a 
poor use of retirement funds. Alternatively, it would 
have been so like much of the other IRS guidance for 



the government to overreach, getting out its rocket 
launchers to kill one or two bad actors (creating can-
non fodder of all the good guys who are standing 
nearby). However, no such thing occurred.  

 First, the IRS apparently decided that a partici-
pant’s decision to invest their retirement plan monies 
in their own future was his or her own business, which 
I applaud wholeheartedly. Then, the ROBS memo 
goes directly for the potential areas of abuse, while 
leaving the legal part of the structure firmly in place. 

 The ROBS memo points to the following possible 
problems with the structure: 

    • Benefits, rights, and features (BRF) 
 discrimination.  Since it is anticipated that the 
sale of corporate stock to the plan will happen only 
once, in anticipation of the business purchase, it’s 
possible that no employee other than our hero will 
ever have the opportunity to engage in this trans-
action. If our hero is an HCE, that’s a potential 
BRF problem if the company has any NHCEs.  

   • Prohibited transaction potential due to stock 
valuation.  If the ROBS transaction occurs before 
the company is ready to purchase the assets of an 
ongoing concern, it is possible that the plan will 
be buying company stock for an inflated price.  

   • Permanency.  If the ROBS structure is simply a way 
to get the money out of the plan on a tax-free basis, 
and the plan is not truly intended to be permanent, 
the IRS can attack the plan’s tax qualification. Even 
the IRS acknowledges that permanency has never 
been a hallmark of its enforcement policies, but 
confirms that ROBS that are fly-by-night structures 
will be treated as such. In particular, look for situa-
tions in which no contributions are ever made.  

   • Lack of plan communication.  If the sole purpose 
of having the plan is to have the ROBS, and par-
ticularly if the employer will never make another 
contribution, it is possible that the employer 
will also fail to communicate the program to the 
employees, as required by the Code for a tax-
 qualified plan.  

   • Inactivity in 401(k) feature.  Some of these plans 
are set up as 401(k) plans, but the 401(k) feature 
was “inactive,” according to the plan sponsors. All 
procedures required of 401(k) plans to enroll par-
ticipants and offer them the opportunity to engage 
in salary reductions must be present.   

  • Exclusive benefit rule violation.  In some cases, 
the ROBS assets were used, not to buy a business, 
but to purchase such things as recreational vehicles 
and other personal assets for the business owner.     

 The final issue that the IRS has acknowledged as 
problematic is that promoter fees are commonly being 
paid from plan assets. This has the potential of being 
a prohibited transaction (because the promoter may be 
a party-in-interest and may be receiving what the IRS 
tactfully calls a “remit-back” of plan assets). Clearly, 
if there are promoters out there that are selling ROBS 
as a means of getting one’s hands on plan monies for 
improper purposes, the IRS wants to get them, and 
this is the means through which the “getting” might 
get done. 

 When all is said and done, the news is wonderful. 
A business person who wants to legitimately use a 
ROBS structure to buy a business and try to get a 
chunk of the American Dream can do so under this 
memorandum. The IRS notes it will keep its eye 
on these structures, and they will likely be subject 
to increased scrutiny. But the memo notes that the 
facts must be evaluated on a case-by-case basis, and it 
appears that bona fide programs will survive. 

 So, just to recap: we’re treating people like adults 
who can make their own decisions, and we’re going 
after the “rats” while leaving the good guys in place. 
What a great concept. Way to go, Mr. Julienelle! Let’s 
hope that this approach will extend in the future to 
other benefits-related situations. 

 Please accept our best wishes for a happy and 
healthy 2009! 

 Joan Gucciardi and Ilene H. Ferenczy 
 December 2008 
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A R T I C L E

  The 
Department of 
Labor’s New 
Participant 
Disclosure 
Regulations 

 LET THE SUN SHINE IN 

 B y  S t e p h a n i e  N a p i e r 

 Few employee benefits issues have received the scru-
tiny in the national media that has accompanied plan 
service provider fee disclosure, particularly regarding 
disclosure to participants in 401(k) plans. In July, the 
Department of Labor weighed in, proposing a new 
regulation (the “Regulation”) requiring specific plan- 
and investment-related disclosure to participants in 
participant-directed individual account plans. With 
the Regulation, the DOL intends to “ensure that all 
participants and beneficiaries in participant-directed 
individual account plans have the information they 
need to make informed decisions” about their invest-
ments. [73 Fed. Reg. 43014, July 23, 2008] This 
ambitious goal comes at a critical time, when most 
participants are faced with substantial losses in retire-
ment accounts due to the recent market drop.  

 The Regulation also comes with an ambitious effec-
tive date: January 1, 2009. Bradford P. Campbell, the 
Assistant Secretary of Labor for the Employee Benefits 
Security Administration, has repeatedly stated that the 
Regulation will be finalized before the end of 2008. 
As of this writing, even if the Regulation were pre-
sented to OMB for review today, with OMB review 
to be completed in an aggressive 30 days, the final 
regulation could not be finalized by the proposed 
January 1, 2009, effective date. 

 This proposal is the third step in the DOL’s 
broad revision of retirement plan disclosure rules—
 particularly the rules surrounding fee and expense dis-
closure by service providers. The first two elements of 
DOL’s revised disclosure regime addressed: 

   1. disclosure of fee information to the government 
through the revamped Schedule C (finalized late 
2007 and applicable for plan years beginning 
January 1, 2009) [72 Fed. Reg. 64710, Nov. 16, 
2007]; and   

  2. disclosure of fee information to “responsible plan 
fiduciaries” (often the plan sponsor) as a condi-
tion of the service provider prohibited transaction 
exemption under ERISA section 408(b)(2) (pro-
posed regulation published late 2007, expected to 
be finalized before the end of 2008). [72 Fed. Reg. 
70988, Dec. 13, 2007]   

 Existing Participant Disclosure Requirements: 
ERISA Section 404(c) and Beyond 

 For the past 15 years, disclosure to participants in 
participant-directed individual account plans has been 
governed primarily by the requirements of ERISA 
Section 404(c). The Section 404(c) regulation provides 
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that fiduciaries of plans that give participants the 
ability to direct investments are not liable for losses 
directly resulting from a participant’s exercise of con-
trol over the investment of the assets in the partici-
pant’s account. [Labor Reg. § 2550.404c-1] 

 To establish that a participant has the opportu-
nity to exercise control over plan assets in his or her 
account, participants must be provided “sufficient 
information to make informed decisions with regard 
to investment alternatives available under the plan.” 
[Labor Reg. § 2550.404c-1(b)(2)(i)(B)] To demon-
strate that sufficient information is provided about 
investments in the plan, the Section 404(c) regulation 
requires (in part) automatic disclosures about, among 
other things, fees and investment characteristics of 
each available investment, along with a prospectus for 
each investment subject to the Securities Act of 1933. 
[Labor Reg. § 2550.404c-1(b)(2)(i)(B)(1)] 

 Two major drawbacks to the Section 404(c) regula-
tion limited its utility in ensuring effective participant 
disclosure. First, compliance with the Section 404(c) 
regulation is voluntary. If fiduciaries seek relief from 
fiduciary responsibility for a participant’s investment 
allocation decisions in a participant-directed plan, then 
compliance is required. Otherwise, a fiduciary can 
conclude that the burden of the Section 404(c) reg-
ulation’s terms is not worth the potential relief from 
liability. In that case, the disclosures required under 
the regulation do not need to be provided. Second, the 
Section 404(c) regulation does not require that invest-
ment materials disclose information in a consolidated 
format. The result has been that participants seeking 
information about the fees or investment approach of 
each plan investment often must wade through hun-
dreds of pages of prospectuses and other documents to 
find relevant information.  

 Over the past few years, the question of partici-
pant and investment disclosure has received scrutiny 
from many different areas. The ERISA Advisory 
Council issued a 2004 report on the question of effec-
tive participant disclosure. [Employee Welfare and 
Pension Benefit Plans’ Working Group on Fee and 
Related Disclosures to Participants, www.dol.gov/
ebsa/ publications/AC_11104_report.html] This was 
followed by a GAO report in 2006 [Private Pensions: 
Changes Needed to Provide 401(k) Plan Participants 
and the Department of Labor Better Information on 
Fees, GAO 07-21 (November 2006), www.gao.gov/
new.items/d0721.pdf.], and the SEC weighed in last 
year to propose changes to prospectus delivery require-
ments, suggesting use of a summary prospectus with 

additional information provided on a Web site. [72 
Fed. Reg. 67790, Nov. 30, 2007] Congress also pro-
posed legislation in 2007 on the topic of fee disclosure 
to participants. [ See  The 401(k) Fair Disclosure for 
Retirement Security Act of 2007, H.R. 3185 (July 26, 
2007); The Defined Contribution Fee Disclosure Act 
of 2007, S. 2473 (Dec. 13, 2007)] In general, these 
proposals each highlighted the need participants and 
other investors have for investment information to be 
presented in a consolidated, comparative manner, rec-
ognizing the wide availability of additional informa-
tion online, while attempting to avoid overwhelming 
participants with information that may be of limited 
use (such as detailed disclosure of revenue sharing 
payments to service providers or internal allocations 
among service provider affiliates).  

 In spring 2007, the DOL issued a Request for 
Information seeking suggestions on the topic. [72 Fed. 
Reg. 20457, Apr. 25, 2007] Commenters responding 
to the RFI generally echoed the conclusions reached by 
other entities, emphasizing the need for consolidated, 
comparative fee and investment information without 
overwhelming detail. 

 Proposed Participant Disclosure Regulation—
New Fiduciary Obligations Under Regulation 
Section 2550.404a-5 

 The DOL intends to address these concerns in the 
Regulation by requiring plan fiduciaries, as part of 
their fiduciary duties of loyalty, care, and prudence, to 
provide plan- and investment-related information peri-
odically to participants. As described in more detail 
below, the investment-related disclosures are required 
to be presented in a consolidated, comparative for-
mat. Additionally, unlike ERISA Section 404(c), these 
requirements would apply to all participant-directed 
individual account plans, not only those plans seeking 
limitation of fiduciary liability.  

 General Fiduciary Duty to Disclose 
 As its foundation, the Regulation posits that, 

because investment of plan assets is a fiduciary act, 
fiduciaries of participant-directed individual account 
plans must take steps to ensure that participants: 

   1. are made aware of their rights and responsibilities 
with respect to the investment of their accounts; and   

  2. are provided with sufficient information (includ-
ing fee and expense information) regarding the 
plan and its designated investment alternatives 
to allow participants to make informed decisions 
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with regard to the management of their individual 
accounts.   

 [Labor Reg. § 2550.404a-5(a)] 
   As proposed, beginning January 1, 2009, the 

Regulation would require fiduciaries of partici-
pant-directed individual account plans to disclose 
certain plan- and investment-related information 
to satisfy this fiduciary duty to disclose. [29 C.F.R. 
§ 2550.404a-5(b)] These disclosure conditions fall 
into four areas: general plan information, administra-
tive fee information, individual fee information, and 
investment information.  

 Disclosure of Plan-Related Information  
 The Regulation requires a fiduciary or its desig-

nated agent to provide plan-related information to 
participants, based on the latest information available 
to the plan. The required plan-related information 
falls into three categories—general plan information, 
administrative fee information, and individual fee 
information.  

 General Plan Information  
 General plan information must be disclosed on or 

before the date of plan eligibility, and annually there-
after. If there is a material change in general plan 
information, disclosure of that change must also be 
provided within 30 days after the change is adopted. 
General plan information to be disclosed includes:  

   • circumstances under which participants may give 
investment instructions;  

  • limitations on such instructions under the plan 
(including restrictions on transfers to or from a 
designated investment alternative);  

  • plan provisions relating to the exercise of any vot-
ing, tender, or similar rights related to an invest-
ment in a designated investment alternative; and   

  • identification of any designated investment alter-
natives or designated investment managers avail-
able under the plan.    

  [Labor Reg. § 2550.404a-5(c)(1)]   

 Administrative Fee Information  
 The Regulation also requires periodic disclosure of 

administrative expenses. Advance disclosure of  antici-
pated  administrative fees that may be charged to the 
plan (e.g., legal, accounting, or recordkeeping fees) is 
required on or before the date of plan eligibility, and 
annually thereafter. [Labor Reg. § 2550.404a-5(c)(2)(i)] 

Notably, to the extent administrative fees are otherwise 
included in investment-related fees that are separately 
disclosed, those administrative fees do not need to be 
reported here. In addition, the Regulation requires 
quarterly disclosure of  actual  administrative charges 
assessed against a participant’s account, expressed as a 
dollar amount, along with a description of the services 
provided to the participant in exchange for that fee. 
[Labor Reg. § 2550.404a-5(c)(2)(ii)]  

 Individual Fee Information 
  The Regulation also requires periodic disclosure of 

individual expenses that may be charged, such as fees 
for loan or qualified domestic relations order process-
ing, or for investment advice charged on an individual 
basis. As with administrative expenses, the Regulation 
requires advance disclosure of  potential  individual fees 
on or before the date of plan eligibility and annu-
ally thereafter. [Labor Reg. § 2550.404a-5(c)(3)(i)] In 
addition, the Regulation requires quarterly disclosure 
of  actual  individual fees assessed against a participant’s 
account, expressed as a dollar amount, along with 
a description of the services provided in exchange 
for those individual fees. [Labor Reg. § 2550.404a-
5(c)(3)(ii)] 

 Disclosure of Investment-Related Information  
 The Regulation further requires a fiduciary or 

its designated agent to provide certain investment-
related information to participants, based on the 
latest information available to the plan. [Labor Reg. 
§ 2550.404a-5(d)] Importantly, the Regulation gen-
erally applies disclosure requirements only to “des-
ignated investment alternatives,” a term defined in 
the Regulation to exclude options available through 
brokerage windows or self-directed brokerage 
accounts. [Labor Reg. § 2550.404a-5(h)(1)] Certain 
investment-related information must be provided 
automatically, as part of a comparative chart, and 
other information is required only upon participant 
request. 

 Automatic Investment-Related Information 
  The Regulation requires that certain investment-

related information be summarized on a comparative 
chart (the Regulation includes a model chart—use of 
this model will be deemed to satisfy the Regulation’s 
requirements here). [Labor Reg. § 2550.404a-5(h)(1)] 
The chart must summarize information for designated 
investment alternatives and be provided automatically 
to participants, on or before the date of plan  eligibility 
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and annually thereafter. The chart must include the 
following information about the plan’s designated 
investment alternatives:  

   • identifying information about each investment, 
including: 
   0 the investment’s name,   
  0 a website for supplemental information (such as 

the investment’s strategies and risks, its under-
lying assets, portfolio turnover, performance, 
and fees and expenses),   

  0 the investment’s category or asset class, and   
  0 the investment’s type of management (active or 

passive);    
  • performance data for variable investments, includ-

ing average annual total return for 1, 5, and 10-year 
periods, along with a statement that past perfor-
mance is not necessarily an indication of how an 
investment will perform in the future (for fixed-
return investments, participants would instead 
receive the rate of return and the investment’s 
term);  

  • benchmarking data for variable investments, 
expressed as an appropriate broad-based securities 
market index over 1, 5, and 10-year periods, with 
a benchmark administered by an entity that is not 
affiliated with the investment provider, its invest-
ment adviser, or a principal underwriter (unless the 
index is widely recognized and used);  

  • fee and expense information for variable invest-
ments, including: 
   0 the amount and a description of each share-

holder-type fee;   
  0 the total annual operating expenses of the 

investment;   
  0 a statement indicating that fees and expenses 

are only one of several factors that participants 
should consider when making investment deci-
sions; and   

  0 for fixed-return investments, the amount and 
a description of any shareholder-type fees that 
could apply to a purchase, transfer, or with-
drawal of the investment.     

 [Labor Reg. § 2550.404a-5(d)(1)] 
 This chart must also disclose the name and contact 

information for the fiduciary (or its designated agent) 
a participant may contact for additional information, 
and a statement that more current investment-related 
information may be available at the Web site listed in 
the disclosure. [Labor Reg. § 2550.404a-5(d)(2)] 

 After investment in a designated investment alterna-
tive, the plan fiduciary must also distribute to partici-
pants any materials provided to the plan relating to the 
exercise of voting, tender or similar rights associated 
with the investment, if those rights are passed through 
to the participant. [Labor Reg. § 2550.404a-5(d)(3)] 

  Investment-related information available upon request.  
The Regulation further requires that fiduciaries make 
available additional information regarding designated 
investment alternatives upon request. This informa-
tion includes:  

   • copies of prospectuses (or similar disclosure docu-
ments for investment entities that are not regu-
lated by the SEC);  

  • copies of financial statements, reports, and any 
similar materials relating to the plan’s designated 
investment alternatives, if provided to the plan;  

  • statement of the value of a share or unit of each 
designated investment alternative along with the 
date of the valuation; and  

  • a list of assets comprising any designated invest-
ment alternative which constitute “plan assets” as 
defined under ERISA (e.g., collective investment 
fund or pooled separate account) and the value of 
each asset. [Labor Reg. § 2550.404a-5(d)(4)]   

 Timing and Format of Disclosures  
 The Regulation confirms that plan-related dis-

closures may be provided in a plan’s summary plan 
description, as long as it is provided on or before the 
participant’s eligibility date and annually  thereafter. 
[Labor Reg. § 2550.404a-5(e)(1)] Similarly, the 
Regulation confirms that the quarterly disclosure of 
administrative and individual fees and services may 
be—but is not required to be—provided as part of 
the plan’s quarterly benefit statement. [Labor Reg. 
§ 2550.404a-5(e)(2)] 

 For newly eligible participants, a plan fiduciary may 
satisfy the required automatic disclosure of invest-
ment information by providing participants with the 
most recent annual comparative chart, along with a 
description of any subsequent material changes to the 
plan information (e.g., method of providing invest-
ment instructions, designated investment alternatives 
available through the plan). [Labor Reg. § 2550.404a-
5(d)(1)(v)] That is, it is not necessary for plan fiducia-
ries to update the comparative investment chart itself 
more often than once per year.  

 The Regulation’s disclosure requirements for invest-
ment fees are somewhat less detailed and frequent than 



the disclosure required for administrative or individual 
fees. Specifically, investment fees are permitted to be 
described in terms of a monetary amount, formula, 
percentage of assets, or per capita charge, with such 
disclosures distributed on an annual basis to exist-
ing participants. [Labor Reg. § 2550.404a-5(e)(4), 
(d)(1)] For administrative and individual fees that are 
charged separately from investment fees, disclosures 
are required to be in an actual dollar amount assessed 
against each participant’s account, and such disclo-
sures are required to be distributed to participants 
each quarter. [Labor Reg. § 2550.404a-5(c)(2)(ii)(A), 
(c)(3)(ii)(A)]  

 Disclosures may be provided electronically, but 
only if such electronic disclosure satisfies the DOL’s 
regulation on use of electronic media. [Labor Reg. 
§§ 2550.404a-5(g); 2520.104b-1(c)] 

 Accompanying Changes to ERISA 
Section 404(c) Regulation 

  The disclosure requirements applicable under 
ERISA Section 404(c) are also affected by the 
Regulation, in two ways. Most importantly, the 
Regulation eliminates the requirement that the plan 
provide a participant with a prospectus upon the 
participant’s initial investment in a designated invest-
ment alternative. [ See  revised Labor Reg. § 404c-
1(b)(2)(i)(B), 73 Fed. Reg. 43043, 43044] Instead, 
participants can use the information available on 
the comparative chart to find a prospectus on the 
listed website, and participants will retain the right 
to request the most recent prospectus from the plan 
fiduciary or plan service provider. The Regulation 
also eliminates the suggestion that a fiduciary may 
be required to provide more than the listed Section 
404(c) information, if that additional information was 
“sufficient information to make informed decisions 
with regard to investment alternatives” under the 
plan. Under the Regulation, provision of information 
listed in the Section 404(c) regulation will be deemed 
“sufficient information” to establish compliance with 
ERISA Section 404(c). [ Id. ] 

 Communication and Compliance 
Challenges—Summary of Comments to DOL 

 Response to the Regulation’s disclosure format was 
generally positive, commending the DOL for strik-
ing a balance between the need for information and 
the risk of overwhelming participants. Commenters 
also highlighted areas where the Regulation could 
be improved, including the proposed effective date, 

information required to be reported about investments 
(including non-mutual fund investments), and the dis-
parity in reporting (both timing and format) required 
with respect to administrative and individual fees 
compared to investment fees.  

 Effective Date 
  Nearly all commenters strenuously objected to the 

DOL’s proposed effective date. Under the most opti-
mistic assumptions for finalization, a January 1, 2009 
effective date would still leave fewer than 30 days for 
plans (and, ultimately, service providers) to comply. 
Such quick implementation of a regulatory mandate 
would be unprecedented. Accordingly, most com-
menters requested a delay to January 1, 2010, or later, 
depending on when the Regulation is finalized. 

 Commenters also requested confirmation that the 
Regulation’s fiduciary duty of disclosure only applies 
prospectively. In this regard, the Regulation’s pre-
amble provides that compliance with Section 404(c) 
in the past should be deemed to satisfy the disclosure 
obligations articulated in the Regulation. However, 
the preamble leaves room to argue that a nebulous 
fiduciary duty of disclosure may have existed in the 
past, and for plans that cannot establish compliance 
with ERISA Section 404(c), this suggestion seems like 
an open invitation for litigation. The DOL itself has 
previously acknowledged that “[S]ection 404 does not 
specifically articulate a duty regarding disclosure of 
information to participants,” though court cases have 
found a fiduciary duty to disclose information—or at 
least avoid lying to or misleading participants—in cer-
tain circumstances. [ See  Letter from Groom Law Group 
to Department of Labor, Comments on Proposed 
Participant Disclosure Rule (Sept. 8, 2008) (citing 
DOL Request for Information regarding Disclosure 
Obligations Under ERISA, 65 Fed. Reg. 55858, Sept. 
14, 2000); Varity Corp. v. Howe, 516 U.S. 489 (1996) 
(fiduciaries may not lie to, or affirmatively mislead, 
participants about plan terms or important aspects 
of a plan’s status)] Particularly where the DOL has 
acknowledged uncertainty in the law, plan fiduciaries 
should not be charged with a duty of clairvoyance.  

 Investment Information  
 The DOL specifically sought comment regarding 

investment disclosure requirements applied to non-
mutual fund investments. In this regard, the DOL 
drew heavily from proposed SEC guidance stream-
lining prospectus disclosure. While this approach 
works for mutual fund investments, non-mutual fund 
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 investments may not have information like an expense 
ratio readily available. As the American Bankers 
Association noted, investment management fees can 
be individually negotiated by collective investment 
funds, and they may differ from plan to plan (compli-
cating development of uniform disclosure databases). 
Additionally, non-mutual fund investments likely do 
not have Web sites readily available for participants 
to access when searching for information like portfolio 
turnover or fund holdings. 

 Commenters also asked the DOL for guidance on 
the investment information to be reported on the 
model comparative chart. Specifically, commenters 
requested recognition that benchmarks for some 
investments, such as target retirement date funds, may 
not be available. In that case, commenters asked the 
DOL to confirm that appropriate benchmarks could be 
developed using a blended ratio of other appropriate 
benchmarks.  

 Investment Fees Compared to Administrative/
Individual Fees  

 The final main area of comment covered here 
addressed the format and frequency of disclosure of 
investment information as compared to disclosure of 
administrative and individual fees. The Regulation’s 
requirement that administrative and individual fees 
charged to participants must be disclosed quarterly, 
as a dollar amount, contrasts with the less intensive 
disclosure requirements applicable to investment fees. 
The Regulation requires annual disclosure of invest-
ment fees on a comparative chart, and permits fees to 
be expressed as a percentage of plan assets, formula or 
per capita charge.  

 Many commenters commended the DOL for rec-
ognizing that disclosure of investment fees as a dol-
lar amount may be too burdensome and expensive 
in operation to produce. Commenters also appreci-
ated the DOL’s avoidance of a disclosure regime that 
would require a breakdown of fees charged per service 
 rendered. 

 With administrative and individual fees, how-
ever, the American Society of Pension Professionals 
and Actuaries (ASPPA) noted in its comments that 

the more stringent requirement to disclose actual 
 dollar amounts charged over each quarter is unduly 
burdensome compared to investment fee disclosure 
requirements and may distort participant reaction. 
The additional detail available for these fees may draw 
increased attention—administrative and individual fee 
disclosure on every quarterly statement in dollars is 
more visible than an annual notice of fees expressed as 
basis points. Additionally, as the AARP noted in its 
comment letter, roughly half of participants respond-
ing to its survey on fee disclosure were unable to 
perform the simple calculations necessary to translate 
basis point fees into dollar amounts. ASPPA argued 
that the effect of the disparate disclosure require-
ments, accordingly, is likely to focus participant 
attention on administrative fees, which are less within 
their control, rather than investment fees, which can 
be controlled by participants through asset allocation 
decisions and which make up roughly 90 percent of 
overall plan expenses. [ See  the 2007 Edition of the 
401(k) Averages Book, published by HR Investment 
Consultants] 

 Conclusion  
 The Regulation is a welcome step in improving the 

tools available to participants to evaluate investments. 
Ideally, this Regulation will increase the likelihood of 
better investment decisions by participants and reduce 
the amount of time participants need to unravel plan 
fee and investment information. For service provid-
ers and plan fiduciaries, however, the Regulation will 
require careful communication on implementation. 
Many participants have not been aware of the fees they 
were charged for plan services in the past, and disclo-
sure of this information also will require a description 
of what participants get for the money.  

 In the end, this Regulation will be a success if its 
disclosure requirements lead to better services, at better 
prices, with more informed participants making better 
investment choices and participating in greater num-
bers in these plans. Louis Brandeis praised sunlight as 
the best disinfectant—in the case of participant invest-
ment and fee disclosure, let’s hope sunlight works as 
both a disinfectant and an agent for growth. ■ 
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A R T I C L E

  Defined 
Benefit Plans: 
A Better Bang 
for the Buck 
 B y  B e t h  A l m e i d a  a n d  W i l l i a m 
F o r n i a ,  F S A 

   The advantages of defined benefit plans for employees 

are well-recognized, but less well-understood are the 

economic benefits these plans can provide employers 

and taxpayers. This article reviews the findings of a 

recent study on the economic efficiencies of defined 

benefit plans and concludes that defined benefit plans 

can do more with less, as compared with typical 

defined contribution approaches. Our findings suggest 

that a re-examination of the economics of defined 

benefit plans may lead to a renewed appreciation for 

traditional pensions.  

 Introduction  
 The financial turmoil of recent months has left no 

one unscathed. Employees and retirees are in shock 
over shriveled nest eggs and deferred retirement 
dreams. Employers and taxpayers are feeling squeezed 
and becoming ever more cost-conscious in their spend-
ing on retirement benefits. The economic crisis has 
catapulted retirement security onto the front pages 
and to the top of the national public policy agenda. 
In these tough economic times, designing retirement 
benefits in a fiscally responsible fashion is an especially 
important public policy goal.  

 The features that make defined benefit (DB) plans 
highly attractive to employees—a predictable monthly 
retirement benefit, low fees, and professional manage-
ment of retirement assets—are well recognized. Less 
well-known is that these same features drive signifi-
cant savings for employers and taxpayers. DB plans 
have built-in economic efficiencies that are part and 
parcel of the group nature of these plans. As a result, 
DB plans can do more with less. In other words, DB 
plans provide a better “bang for the buck” for employ-
ers, taxpayers, and employees. In a recent study, we 
found that to deliver the same level of retirement 
benefits, a DB plan can do the job at almost half 
the cost of a defined contribution (DC) plan. [Beth 
Almeida & William Fornia,  A Better Bang for the Buck: 
The Economic Efficiencies of Defined Benefit Pension Plans , 
August 2008, Washington, DC: National Institute on 
Retirement Security.] 

 In this article, we review the findings of our recent 
study and discuss their implications for the future of 
retirement income security. Our findings suggest a 
re-examination of the advantages of DB plans, not just 
for employees, but also for employers and taxpayers, may 
lead to a renewed appreciation for traditional pensions.  

 The Economic Efficiencies of DB Plans 
 The cost of either a DB or DC plan depends pri-

marily, but not only, on the level of the benefits that 
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it provides. Economists have found that DB plans are 
typically more generous than DC plans, and obviously, 
more generous benefits are more expensive. [Teresa 
Ghilarducci & Wei Sun, “How defined contribution 
plans and 401(k)s affect employer pension costs,” 
 Journal of Pension Economics and Finance,  5(2), 2006, 
175-96. David Blake, “Does it matter what type 
of pension scheme you have?”  The Economic Journal,  
110(461), 2000, F46-F81.] However, for any given 
level of retirement benefits, a DB plan will typically 
cost less than a DC plan. [Donald Fuerst & Anna 
Rappaport, “Defined Benefit Plans: Still a Good Idea?” 
 AARP Global Report on Aging , 2004, Washington 
DC: AARP International.] This makes DB plans, in 
the language of economists,  more efficient  because they 
stretch taxpayer, employer, or employee dollars further 
in achieving any given level of retirement income. 

 We found three primary drivers of DB plans’ 
 economic efficiencies:  

   • First, because DB plans pool the longevity risks 
of large numbers of individuals, they require 
fewer assets to be accumulated than DC plans. 
DB plans need only accumulate enough funds to 
pay benefits for the average life expectancy of a 
group of employees. In contrast, individuals sav-
ing for retirement in a DC plan will need to set 
aside enough funds to last for the “maximum” 
life expectancy if they want to avoid the risk of 
running out of money in retirement. Because the 
maximum life expectancy is substantially greater 
than the average life expectancy, a DC plan will 
have to set aside a lot more money than a DB plan 
to achieve the same level of monthly retirement 
income. This means that contributions to a DB 
plan can be significantly lower.  

  • Second, because DB plans do not age, unlike the 
individuals in them, they are able to take advan-
tage of the enhanced investment returns that come 
from a balanced portfolio over long time periods. 
Ongoing DB plans include individuals with a 
range of ages. In an ongoing plan, as older work-
ers retire, younger workers enter the plan. As a 
result, the average age of the group in an ongoing 
DB plan does not increase, provided the workforce 
it covers is relatively stable. This means DB plans 
can ride out bear markets and take advantage of 
the buying opportunities that they present with-
out having to worry about converting all of their 
money into cash for benefits in the near future—a 
feature that is especially pertinent at the present 

time. By contrast, individuals in DC plans must 
gradually shift to a more conservative asset alloca-
tion as they age, in order to protect against finan-
cial market shocks later in life. This process can 
sacrifice investment returns because people may 
have to sell assets when they are worth too little 
due to market fluctuations coinciding with retire-
ment timing. Moreover, individuals in DC plans 
are less able to take advantage of higher expected 
returns associated with a balanced portfolio. The 
better returns that stem from better diversifica-
tion in DB plans mean that less money needs to be 
contributed to the plan in order to achieve a target 
level of retirement income.  

  • Third, in addition to the lifecycle-based shifts in 
portfolio allocation discussed previously, DB plans 
systematically achieve greater investment returns 
as compared with DC plans based on individual 
accounts. Researchers have consistently found that 
because of professional management of assets, DB 
plans achieve superior investment performance 
as compared to individual investors in DC plans. 
[Watson Wyatt, “Defined benefit vs. 401(k) plans: 
Investment returns for 2003-2006.” Watson Wyatt 
Insider, 18(5), 2008. Chris Flynn & Hubert Lum, 
“DC Plans Underperformed DB Funds,” 2007, 
Toronto, ON: CEM Benchmarking, Inc. Alicia H. 
Munnell & Annika Sundén, Coming Up Short: 
The Challenge of 401(k) Plans, 2004, Washington, 
DC: Brookings Institution Press.] Superior returns 
can also be attributed in part to lower fees. Again, 
better investment returns means fewer dollars need 
to be contributed to the plan over the course of a 
career, because investment earnings are doing more 
of the “work” of financing benefits.    

 Methodology: Measuring the Economic 
Efficiencies of DB Plans 

 In our recent study, we sought to quantify the mag-
nitude of the cost savings that derive from these built-
in economic efficiencies of DB plans. [Almeida & 
Fornia, op. cit.] To do this, we performed an “apples-
to-apples” comparison, calculating the relative cost of 
providing a given level of retirement income through 
a DB plan and a DC plan.  

 We started by constructing a stylized employee 
population of 1,000 employees. For simplicity’s sake, 
we gave all individuals a common set of features. All 
were female teachers hired at age 30. We had them 
work for three years, take a two-year break from their 
careers to have and raise children, then return to work 
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at age 35 and continue working until age 62—a 
30-year career. For simplicity, we assume no turnover, 
nor any pre-retirement deaths. By their final year of 
work, their salary reached $50,000, having grown 
4 percent each year. 

 Next, we defined a target retirement benefit that, 
combined with Social Security benefits, would allow 
the teachers to achieve generally accepted standards 
of retirement income adequacy. The target benefit 
in retirement equaled $26,684 per year or $2,224 
per month, adjusted for increases in the cost of liv-
ing. Thus, in our model, each teacher would receive 
a benefit equal to 53 percent of her final year’s salary 
that adjusts with inflation, which we estimate at 2.8 
percent per year. With this benefit and Social Security 
benefits, each teacher could expect to receive roughly 
83 percent of her pre-retirement income—a level of 
retirement income that can be considered adequate, 
but not extravagant. [Bruce Palmer, Ron DeStefano, 
Michael Schachet, Jeff Paciero, & Chris Bone,  2008 
Replacement Ratio Study,  2008, Chicago, IL: Aon 
Consulting.] 

 We also defined certain parameters for life expec-
tancy and investment returns. For simplicity, we mod-
eled benefit payouts in the DB plan on a single-life 
basis, using the RP-2000 Healthy Female Annuitants 
mortality table. (This simplifying assumption could 
be relaxed without a material effect on our results, 
because the method of providing for benefits to a sur-
viving spouse would be similar under either the DB 
or DC approach.) For the DC plan, we determined the 
size of the lump sum amount that an individual would 
need to accumulate at retirement in order to fund a 
retirement benefit equivalent to that provided by the 
DB plan, including inflation adjustments, for a period 
of 35 years, or to age 97. This represents our estimate 
of the “maximum life expectancy.” It corresponds to 
the age beyond which only 10 percent of individu-
als survive, and therefore is not a “true” measure of 
maximum life expectancy. Using a 90th percentile life 
expectancy of 97, rather than the true maximum life 
expectancy reduces the cost of providing the target 
benefit under the DC plan. But it also means that 
individuals with exceptionally long lives will experi-
ence a reduced standard of living, compared to what 
they would experience under a DB plan, because the 
DC plan would be depleted, leaving the retiree with 
only Social Security benefits. This simplifying assump-
tion was made for realism’s sake (that most individuals 
will be satisfied with a 90 percent chance of not out-
living their money, rather than a 100 percent chance).  

 The DB plan was expected to achieve nominal 
investment returns of about 8% per year, net of 
fees. Our study provides complete details on how 
we arrived at this assumption. [Almeida & Fornia, 
op. cit.] Returns in the DC plan were lower for the 
reasons identified above. To model the impact of the 
shift to a more conservative portfolio allocation in the 
DC plan, starting at age 62, we assumed individu-
als began to gradually shift out of equities toward 
more conservative holdings. This drove the nominal 
expected return on the baseline portfolio down from 
eight percent per year at age 62 to six percent per 
year by age 97. To capture the effect of lower DC plan 
returns over a lifetime, due to fee differentials and 
superior investment decisions, we modeled a one per-
cent difference in return as compared with DB plan 
returns—an estimate at the lower end of the range 
found by other researchers. This 100 basis point dif-
ferential persisted into the retirement years, and was 
compounded on top of the disadvantage that arose 
from the shift in portfolio allocation. We calculated 
the impact of each effect separately to avoid double 
counting. As a result, the expected return on the DC 
portfolio is modeled at seven percent per year during 
the working years and gradually declines to five per-
cent per year by age 97. 

 On the basis of all these inputs, we calculated the 
contribution that would be required to fund our target 
retirement benefit—first, through a typical DB plan 
and then through a typical DC plan. In each case, we 
expressed this cost as a level percent of payroll over a 
career.  

 Results: DB Plan Cost 46 Percent Lower 
than DC Plan Cost 

 We found that the cost to fund the target retire-
ment benefit under the DB plan was 12.5 percent 
of payroll each year. By comparison, we found that 
the cost to provide the same target retirement ben-
efit under the DC plan was 22.9 percent of payroll. 
In other words, the DB plan could provide the same 
benefit at a 46 percent lower cost than the DC plan, as 
shown in Figure 1.   

 We also calculated how much of the 46 percent 
total cost savings could be attributed to each of the 
three factors identified earlier. The longevity risk pool-
ing that occurs in the DB plan accounts for 15 percent 
of the incremental cost savings. DB plans’ ability to 
maintain a more diversified portfolio drives another 
five percent cost savings. Finally, the superior invest-
ment returns that derive from professional investment 
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management and reduced fees generate an additional 
26 percent reduction in cost. 

 Our results also indicated that DB plans can do 
more with less. That is, they can ensure that all indi-
viduals in the plan (even those with very long lives) 
are able to enjoy an adequate retirement benefit that 
lasts a lifetime, at the same time that they require 
lower contributions and fewer assets to accumulate in 
the plan.    

 We also calculated the amount of money that would 
be required to be set aside for each retiree in each type 
of plan to provide the target retirement benefit (about 
$2,200 per month). As shown in Figure 2, at retire-
ment age, the DB plan requires about $355,000 to 
be set aside for each individual, whereas the DC plan 
requires almost $550,000. The difference—nearly 
$200,000 for each and every employee—illustrates that 

the efficiencies embedded in DB plans can yield large 
dollar savings for employers, employees and taxpayers.  

 Conclusions 
 Our results suggest that the same features that 

make DB plans highly attractive to employees—a 
predictable monthly retirement benefit, low fees and 
professional management of retirement assets—also 
provide significant savings for employers and taxpay-
ers. While, in theory, DC plans  could  incorporate some 
of these same features, in practice, very few DC plans 
offer annuity distribution options and studies consis-
tently find that investment performance net of fees 
in DC plans lags DB plans. Thus, DB plans should 
remain an integral part of retirement income security 
in an increasingly uncertain world because they offer 
employers and employees a better bang for the buck.  

Figure 1: Cost of DB and DC Plan as % of Payroll
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Figure 2:  Required Assets per Employee at Age 62 to Fund 
Target Benefit
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 We do not conclude, however, that DC plans have 
no role in retirement planning. To the contrary, 
because individuals do not have perfect knowledge 
as to whether they will remain in a given job or DB 
plan until retirement, taking advantage of the oppor-
tunity to save in a supplemental DC plan can provide 
employees with useful diversification of retirement 
income sources. DC plans also are flexible vehicles that 
can accommodate individual retirement income needs. 
For example, two otherwise identical workers might 
have different family situations, health needs, or sim-
ply different preferences and expectations about their 
retirement income needs. DC plans give workers the 
opportunity to save for retirement in a manner that 
reflects their individual situations. 

 The current financial turmoil is teaching us many 
lessons, but primary among these is the need to get 
back to basics, especially in the area of retirement 
planning. And a growing body of research indicates 

that the familiar “three-legged stool,” consisting of 
Social Security, a DB plan, and a supplemental DC 
savings plan really is the best path to achieving a 
secure retirement. [For a summary of these findings, 
see Beth Almeida, “Retirement Readiness: What 
Difference Does a Pension Make?”  NIRS Issue Brief, 
 May 2008, Washington DC: National Institute on 
Retirement Security.]  

 DB plans represent a rare “win-win” approach to 
achieving economic security in retirement that should 
be recognized and replicated. The challenge for poli-
cymakers will be to identify practical proposals that 
can strengthen existing DB plans and promote the 
adoption of new ones. When viewed against the back-
drop of workers’ increasing insecurities about their 
retirement prospects and the economic and fiscal chal-
lenges facing employers and taxpayers, now more than 
ever, policy makers ought to focus their attention and 
energy on this important goal. ■ 
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A R T I C L E

    Pension 
 Contributions 
for Strike 
 Replacements 
 B y  M i t c h e l  W h i t e h e a d  a n d  J i l l 
S u l l i v a n 

  The fundamental duty of trustees to collect all 
amounts owed to a multiemployer pension or welfare 
fund can become a vexing brainteaser in the troubling 
context of strikes or other labor disputes. Contributing 
employers to multiemployer funds generally are 
required to contribute a fixed cents per hour for each 
hour worked by employees in covered employment. 
Although this cents per hour contribution rate is com-
mon, there are a number of variations on the approach, 
including daily, weekly, and monthly flat contribu-
tion amounts, percentages of compensation, elective 
employee deferrals, and other more exotic  formulas 
based on units produced, tons of ore mined, etc. 
Generally, during a strike, employers continue to pay 
contributions on behalf of the union workforce that 
remain on the job, but often do not make contribu-
tions on behalf of replacement workers who fill the 
positions left vacant by striking union workers.  

 This article will focus exclusively on the traditional 
cents- or dollars-per-hour-worked formula. The legal 
principles discussed are generally applicable, how-
ever, regardless of the specific employer contribution 
formula. No matter what type of contribution rate or 
formula is provided in the bargaining agreement, for 
both an employer who is involved in a strike and for 
trustees attempting to collect contributions, it can be 
difficult to determine on whose behalf contributions 
are due.  

 Several specific “contribution” questions arise in the 
context of a strike: Are contributions due on behalf 
of workers who cross the picket line during a strike? 
Are they due on behalf of replacement workers? Does 
it matter if the replacement workers are permanent or 
temporary? What about union employees who strike 
but return to work before the strike is resolved? If 
contributions are due, are the trustees of these plans 
breaching their fiduciary duty if they do not pursue 
collection of such contributions? Can a trust fund sue 
for delinquencies that arose during a strike, or does 
the matter need to be the subject of an unfair labor 
practice charge filed with the NLRB? Is there a special 
statute of limitations that applies to NLRB charges to 
collect contributions owed during a strike?  

 In this article, we will answer these, and a variety 
of other questions. In doing so, we will take a detailed 
look at the long history of the law relating to strike 
replacements and the employers’ obligation to contrib-
ute, and then analyze the most recent (and sometimes 
puzzling) NLRB rulings and case law in this area. We 
will reconcile these rulings and cases with the long-
standing case law, and will hopefully offer some clarity 
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as to when contributions are owed and when they are 
not, on all of the relevant types of replacement work-
ers. This should assist trustees in determining whether 
an employer has failed to pay required contributions 
during a strike, and whether they have a duty to pur-
sue those contributions.  

 History of the Law 

 National Labor Relations Act 
 The National Labor Relations Act (the “Act”) was 

designed to regulate the collective bargaining process, 
including establishing the right of most private sector 
employees to join unions, to bargain and to strike. The 
Act established the National Labor Relations Board 
(the “NLRB” or the “Board”), which was given the 
power to investigate and decide on charges of unfair 
labor practices. [29 U.S.C. Section 141 et seq.]  

 Ordinarily, in the absence of an impasse in negotia-
tions, Section 8(a)(5) of the Act prohibits an employer 
from unilaterally changing the conditions of employ-
ment without first granting the union an opportu-
nity to bargain about “mandatory subjects.” [Peerless 
Rodney Co. Ltd. v. N.L.R.B., 641 F.2d 734 (9th Cir. 
1981); Woodward Sand Co. v. Western Teamsters 
Pension Fund, 7 E.B.C. 1585 (9th Cir. 1986)] 
Changes in health benefit programs and pension fund 
contributions constitute mandatory subjects of collec-
tive bargaining. [Hinson v. N.L.R.B., 428 F.2d 133 
(8th Cir. 1970); Producers Dairy Delivery v. Western 
Conference, 654 F.2d 625 (9th Cir. 1981)] Therefore, 
the general rule is that, before bargaining to an 
impasse with the union, an employer cannot cease con-
tributions or change the level of contributions made 
on behalf of a working employee. [N.L.R.B. v. Katz, 
369 U.S. 736 (1962); Leveld Wholesale Inc., 218 
N.L.R.B. 1344 (1975)]  

  Leveld  and Its Progeny 
 In the seminal case of  Leveld Wholesale Inc.,  the 

Board did not, however, apply this general rule to 
strike replacements in the context of an ongoing 
strike and before the bargaining parties had reach an 
impasse. Two of the questions posed to the Board in 
 Leveld  were: (1) whether the employer violated Section 
8(a)(5) of the Act by  not  making pension contributions 
on behalf of newly hired strike replacements; and 
(2) whether it violated that same section of the Act by 
failing to contribute to the pension plan on behalf of 
union employees who crossed the picket line to return 
to work prior to the end of the strike.  

 As to the first issue, the Board allowed the 
employer to change the terms and conditions of 
employment, including pension benefits, for replace-
ments of striking employees hired after the termi-
nation of the contract. The Board recognized that 
the interests of strikers and strike replacements are 
likely to be diametrically opposed, and reasoned that 
it would be inappropriate to require the employer 
to make pension contributions on behalf of strike 
replacements whose interest the union is not likely to 
be representing. In finding that the employer did not 
violate Section 8(a) of the Act, the Board stated that: 

  Even after termination of a contract, a union represents 

all employees in the bargaining unit. That includes both 

strikers and strike replacements. However, the interests of 

the two groups are not the same. Strike replacements can 

reasonably foresee that, if the union is successful, the strik-

ers will return to work and strike replacements will be out 

of a job. It is understandable that unions do not look with 

favor on persons who cross their picket lines and perform 

the work of strikers. . . it would be asking a great deal of 

any union to require it to negotiate in the best interest 

of strike replacements during the pendency of a strike, 

where the strikers are on the picket line. The holding in 

 Imperial Outdoor Advertising  [192 N.L.R.B. 1248 (1971) 

(employer not required to negotiate about wages paid to 

strike replacements)] is limited to wage rates of strikers. 

However, I believe that the same considerations which 

free the employer from this obligation to bargain about 

wage rates for the strike replacements also apply to fringe 

benefits. In the circumstances of this case, I find that the 

company’s exclusion of the strike replacements from the 

contract fringe benefits and their inclusion in the company 

plans did not constitute a violation of Section 8(a)5 or (1) 

of the Act.    

 Thus, the Board in  Leveld  carved out a clear excep-
tion to the general rule and allowed an employer to 
change the terms and conditions of employment for 
replacements of striking employees. It is worthwhile 
to note that the  Leveld  decision involved temporary 
rather than permanent strike replacements. 1  Thus, the 
narrow holding of  Leveld  is that pension contributions 
are not required on behalf of temporary strike replace-
ments (whether they be newly hired or existing, non-
striking employees who are performing bargaining 
unit work on a temporary basis).  

 With respect to the second issue (whether pension 
contributions are required on behalf of union employ-
ees who return to work prior to the end of the strike), 
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 Leveld  is not dispositive. In  Leveld,  three strikers did 
return to work. However, each of them returned to 
work after an impasse had already been reached. Thus, 
a unilateral change in their benefits could clearly be 
made. The N.L.R.B. did suggest, in  dicta,  however, 
that a striker who crosses the union picket line 
and returns to work adopts the interests of a strike 
replacement. 

 Seven years after the  Leveld  decision, the Seventh 
Circuit decided  Capital-Husting Company,  which 
became the first and only Court of Appeals decision 
to expressly adopt and apply the  Leveld  doctrine. [252 
N.L.R.B. 43 (1990),  aff’d,  671 F.2d 237 (7th Cir. 
1982)]  Capital-Husting  extended the  Leveld  holding in 
two important respects. First,  Capital-Husting  allowed 
an employer to unilaterally change health insurance 
and pension benefits for  permanent  strike replacements. 2  
Second, the court expressly considered the issue left 
unresolved in  Leveld  of whether pension contribu-
tions were required for union employees returning 
to work prior to the end of the strike, but prior to 
impasse. The court first drew a distinction between 
the interests of returning unfair labor practice strikers 
(striking because of a claimed unfair labor practice by 
the employer) and those of economic strikers (those 
striking in support of contract demands, e.g., wages or 
certain types of benefits). The court limited its hold-
ing to the former, which was the situation at issue, 
holding that: 

  An employer may not unilaterally change the terms and 

conditions of employment for an employee who returns to 

work after being on strike in protest against an employer’s 

unfair labor practice. [671 F.2d at 248]    

 In so holding, the Court reasoned that the interests 
of returning unfair labor practice strikers are more 
closely aligned to those of the strikers and that any 
difference in their respective positions was not suffi-
cient to permit unilateral action by the employer. 

 It is important to note that over the years, the 
N.L.R.B. has consistently endorsed both  Leveld  and 
 Capital-Husting . [ See  Service Electric Company, 281 
N.L.R.B. 633 (1986) 3 ; Colorado Ute-Electric Co., 291 
N.L.R.B. No. 84 4 ] 

 Recent Judicial Opinions 
 To date, only two additional courts, the Ninth 

Circuit and the District Court for the Southern 
District of New York, have considered and applied 
the holdings of  Leveld  and  Capital-Husting : the Ninth 

Circuit in  Woodward Sand Co. v. Western Teamsters 
Pension Fund,  7 E.B.C. 1585 (9th Cir. 1986), and 
the Southern District of New York in  Silverman v. 
Reinauer Transportation,  1989 U.S. Dist. LEXIS 14116 
(S.D.N.Y. 1989). The District Court for the Northern 
District of California independently upheld a sum-
mary judgment on the issue of whether contributions 
were due on behalf of strike replacements, without 
reaching the merits of the case or discussing  Leveld  or 
its progeny. [Board of Trustees of the Teamsters and 
Employers Trust Fund et al. v. Flemming Foods West, 
Inc., 1991 WL 325282] 

 Another related line of cases has focused instead 
on whether strike replacements, even in the absence 
of a collective bargaining agreement, have any con-
tractual claim to benefits. [Pattern Maker’s Pension 
Trust Fund v. Badger Pattern Works, Inc., 615 F. 
Supp 792 (M.D. Ill. 1985); Painters Trust v. Sandvig-
Ostergard, Inc., 737 F. Supp. 1131 (W.D. Wash. 
1990); Teamsters Local 287 Trust Fund v. Fleming 
Companies, Inc., 1992 U.S. District. LEXIS 19233 
(N. Dist. CA. 1992)]  

 Each of these threads will be considered, and woven 
into the fabric of  Leveld  and  Capital Husting .  

  Woodward Sand  
 In  Woodward Sand  the Ninth Circuit analyzed 

whether a company whose collective bargaining 
agreement had expired before the effective date of 
the Multiemployer Pension Plan Amendments Act 
of 1980 (“MPPAA”) could nevertheless be subject to 
withdrawal liability. 

 Shortly after its collective bargaining agreement 
expired, Woodward Sand “permanently replaced 
the striking employees.” For the next eight months, 
Woodward Sand and the Union continued to deal 
with each other in order to determine whether they 
had reached a new collective bargaining agreement. 
During this period, Woodward Sand rehired two of its 
former strikers to fill vacancies in its work force and 
Woodward Sand continued making pension contri-
butions to the fund “for its employees.” 5  Woodward 
Sand’s contributions to the plan during this period 
were made at an hourly rate that was higher than 
provided for in the prior expired agreement. This 
higher rate was consistent with the rate Woodward 
Sand orally agreed to after the expiration of its collec-
tive bargaining agreement. MPPAA became effective 
during the period of negotiation. After talks with 
Woodward Sand broke down, the company stopped 
making contributions and the pension fund assessed 



withdrawal liability. The court determined that the 
relevant inquiry was whether Woodward Sand had 
ceased to have an obligation to contribute under the 
plan prior the effective date of MPPAA. 

 The plan contended that Woodward Sand had a 
duty to contribute to the pension plan until negotia-
tions reached impasse. The company argued, to the 
contrary, that  Leveld  and  Capital-Husting  had carved 
out an exception to the impasse rule which allows for 
the obligation to contribute to a pension plan to cease 
if an employer replaces strikers prior to an impasse. 

 In holding for the plan, the court found that: 

  the rationale underlying the exception to the impasse rule 

established by  Capital-Husting  and  Leveld  does not apply to 

the present case. The interests of the permanent replace-

ments and the rehired strikers are less antithetical in the 

case at bar. The strike was over prior to ...[the effective 

date of MPPAA].... Therefore, there was no picket line to 

cross as in  Leveld.  The union had made an unconditional 

offer to return to work. The replacements were permanent 

with no fear of losing their jobs to the strikers as in  Leveld . 

But most importantly of all, in  Leveld , the N.L.R.B. found 

specifically that the strikers had returned to work  after an 

impasse  had been reached in the negotiations for a new con-

tract. Thus, the employer was making a ‘post impasse uni-

lateral change in working conditions that was consistent 

with its rejected offer to the union,’...a change it could 

lawfully make. (emphasis in original).  

   The court in  Woodward Sand  has arguably departed from the 

holdings of both  Leveld  and  Capital-Husting . First, a distinc-

tion was drawn between permanent replacements and temporary 

replacements. Thus,  Woodward Sand  can be read broadly as hold-

ing that, to the extent strike replacements are intended to be 

permanent employees, an employer cannot unilaterally change 

the terms and conditions of employment, including pension 

contributions, on behalf of those replacements, prior to impasse. 

Second, and perhaps more importantly,  Woodward Sand  appears 

to have involved an economic rather than an unfair labor practice 

strike. 6  Thus,  Woodward Sand  appears to have resolved 
the issue left unresolved in  Capital-Husting  in holding 
that an employer cannot unilaterally change the terms 
and conditions of employment for an employee who 
returns to work after participating in an economic 
strike (same rule as generally applies in an unfair labor 
practice strike). 

 Despite the somewhat unusual result in  Woodward 
Sand , there is no indication that the case made any 
major change in the basic rules in this area. First, the 
case involved very unusual facts and a determination as 

to whether the employer had a “permanent cessation” 
of the obligation to contribute right around the time 
that MPPAA became effective. The court’s analysis 
may have been affected by the desire to find that the 
employer could not escape the reach of this new act. 
Second, the employer made contributions after contract 
expiration for an extended period of time on behalf of 
both replacement workers and returning strikers. This 
fact made it difficult for the employer to argue that 
it was not obligated to make the contributions orally 
agreed to with the Union. Third, the court’s opinion 
is not clear and appears to rely on multiple grounds 
to justify the ultimate conclusion, including estop-
pel (based on Woodward Sand’s post strike contribu-
tions), a distinction between permanent and temporary 
replacements and the timing of impasse. It is therefore 
difficult to tell for certain whether the court is simply 
distinguishing  Leveld  or if it is deliberately concluding 
that  Leveld  does not apply in a post-impasse regime. 
Fourth, no subsequent opinions were found which 
embraced the court’s analysis distinguishing  Leveld  on 
the grounds that no impasse had been reached in that 
case. Accordingly, the  Woodward Sand  case alone does 
not appear sufficient to justify the conclusion that, 
despite  Leveld  and  Capital-Hustings , an employer is 
obligated to pay contributions on behalf of permanent 
replacements until impasse is reached. 

  Reinauer Tranportation  
 In contrast to  Woodward Sand , in  Reinauer , a deci-

sion arising out of a procedural matter irrelevant for 
our purposes, the District Court for the Southern 
District of New York fully adopted both  Leveld  and 
 Capital-Husting  stating that these cases “...permit an 
employer to pay hired employees during a strike less 
than returning strikers...[even after]...an injunction 
has directed that all conditions of employment be 
restored for all unit employees.” In allowing disparate 
treatment between permanent replacements and unfair 
labor practice strikers, the court relied on language in 
 Leveld  stating “even after termination of the contract 
a union represents all the employees of a bargaining 
unit. That includes both strikers and strike replace-
ments. However, the interests of the two groups are 
not the same.” 

  Board of Trustees of the Teamsters and 
Employers Trust Fund v. Flemming Foods West  

 In  Teamsters v. Flemming , the District Court for the 
Northern District of California held that the mat-
ter of whether replacement workers were “covered” 
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 employees under this specific collective bargaining 
agreement was an appropriate issue for summary 
judgment. The contract in question provided that 
the employees had the right to engage in a sympathy 
strike. During the contract, Flemming employees went 
on a sympathy strike. During the strike, Flemming 
did not make contributions to the Teamsters and 
Employers Trust Fund on behalf of the strike replace-
ments. The Trustees conducted an employer compli-
ance audit of Flemming’s payroll records. Flemming 
was notified of a number of delinquencies, including 
a delinquency for contributions due on behalf of the 
strike replacements. It is unclear from the record, 
but the Trustee’s conclusion that contributions were 
due for strike replacements may have had a basis in 
the specific language of the contract itself. Judge 
Henderson, who heard the summary judgment argu-
ments, granted the Trustees’ summary judgment on 
the issue of whether contributions were due on behalf 
of the strike replacements. In an unpublished opin-
ion, Judge Henderson reasoned that since the strike 
replacements were performing the same type of work 
performed by the employees on the picket line, they 
were “covered” under this specific collective bargain-
ing agreement and, thus, Flemming should have made 
contributions on their behalf. Flemming filed a motion 
for reconsideration of Judge Henderson’s Order. The 
court upheld the summary judgment on the basis that 
there was no factual dispute as to any material fact 
necessary for a determination of whether the strike 
replacements were covered by this collective bargain-
ing agreement. Upon reconsideration of the summary 
judgment order, the court did not review or opine on 
whether contributions were in fact due on behalf of the 
strike replacements. Thus, the court made no reference 
or consideration of  Leveld  or the guidance discussed 
herein. Its only conclusion was whether the issue was 
ripe for summary judgment.  

 Because Judge Henderson’s order is unpublished, 
it is difficult to fully understand whether his conclu-
sion was based on the specific contractual language 
and/or the duties performed by the replacement work-
ers. Even though Henderson’s order and  Teamsters v. 
Flemming  are District Court decisions, and thus do 
not serve as precedent for other districts, the case 
highlights that clear contract provisions may protect 
employers from claimed contribution delinquencies. 
The facts of this case should be considered along 
with other more referenced and followed case law 
when reviewing the particular facts of any strike 
replacement scenario.  

  Pattern Makers  and Its Progeny 
  Pattern Makers  and related cases have held that the 

expiration of a collective bargaining agreement does 
not necessarily preclude a plan from bringing a col-
lection action under ERISA for strikers or replace-
ments if the contribution obligation is based on a 
separate contractual agreement. The leading case 
on this issue is  Pattern Makers Pension Trust Fund v. 
Badger Pattern Works, Inc., supra.  In  Pattern Makers , 
the employer had signed a subscriber agreement 
which provided that contributions would be made in 
accordance with the terms of a collective bargaining 
agreement and would continue for the period pro-
vided in the agreement and thereafter until written 
notice was given to the plan. Following the expira-
tion of the collective bargaining agreement, the 
employer discontinued benefit contributions and the 
plan brought an action on behalf of both returning 
strikers and strike replacements. The Court, without 
reconciling or otherwise discussing  Leveld  or  Capital-
Husting,  found that the subscriber agreement created 
an independent obligation to make contributions 
to the plan on behalf of both the replacements and 
returning strikers. 

 In a more recent District Court decision,  Painters 
Trust v. Sandvig-Ostergard,  737 F.Supp. 1131 (W.D. 
Wash. 1990), a court within the Ninth Circuit not 
only adopted the  Pattern Makers’  theory, but gave it a 
very expansive reading, holding that the employer’s 
conduct in making contributions on behalf of replace-
ment workers for a period following the expiration of 
a collective bargaining agreement coupled with the 
non-expiration of certain counterpart agreements was 
sufficient to create a continuing contractual obliga-
tion. Once again, the court did not consider  Leveld  
and, perhaps most significantly, it did not consider the 
precedent in  Woodward Sand  or that court’s estoppel 
analysis. Instead, it chose to rely on  Pattern Makers’  in 
concluding that the employer was liable for contribu-
tions on behalf of strike replacements.  

 By contrast, in a more recent case,  Teamsters Local 
287 Trust Fund v. Fleming Companies, Inc. ,  supra , 
another District Court in the Ninth Circuit held that 
since “temporary strike replacements do not come 
‘under and within’ the collective bargaining unit, 
the...[employer]...has no obligation to make contribu-
tions on behalf of such strike replacements.” While 
the court did consider  Capital-Husting,  its decision 
was primarily based on its conclusion that the trust 
agreement only included employees covered by the 
collective bargaining agreement. 



 NLRB GUIDANCE 
 In 1993, helpful new guidance was issued by the 

NLRB Division of Advice (“Advice”).  Flower City 
Glass Co.  7  (the “Advice Memorandum”) involved a 
possible violation of Section 8(a)(5) of the Act. The 
Advice Memorandum focused on the differences 
between two “replacement” workers who returned to 
bargaining unit work during a strike and provided 
factors as to why the employer needed to make contri-
butions on behalf of one worker and not another. The 
two employees were Snyder and Reese. 

 Snyder, who was employed in the bargaining unit 
at the commencement of the strike, was transferred to 
a non-unit management position and then returned 
to the unit prior to the end of the strike. It was deter-
mined that the employer violated Section 8(a)(5) by 
failing to make trust fund contributions on behalf of 
Snyder after he started to perform unit work. Advice 
recognized that prior Board cases involving a lack of 
a bargaining obligation over replacement employ-
ees during a strike had not addressed the status of 
non-strikers who left and then returned to the unit 
during a strike. Advice noted that Snyder had trans-
ferred out of the unit with a reasonable expectation 
that he would return and that he was not treated like 
a new employee when he officially did return to the 
unit. In fact, Snyder retained his unit seniority for 
such employment conditions as wages and vacation 
and was not required to fill out an application for a 
unit position when he returned in the unit. Advice 
then concluded that Snyder should be treated as a 
laid-off, non-striking employee who is recalled dur-
ing the strike and over whose working conditions the 
employer had to bargain. Advice considered Snyder 
to be closer to a “cross-over” rather than a permanent 
replacement and thus, the employer was required to 
make fund contributions on Snyder’s unit work.  

 Reese, on the other hand, had severed his employ-
ment with the employer with no expectation of recall 
six months before applying to become a replacement 
worker. When he was rehired and returned to the unit, 
he had to fill out an employment application and was 
treated like a new employee. Therefore, in contrast to 
Snyder, Advice viewed Reese as a strike replacement 
and thus concluded that, pursuant to settled Board 
law, the employer was not obligated to bargain about 
his wages and working conditions.  

 The Advice Memorandum, as well as being consis-
tent with  Leveld  and its progeny, also provides more 
insight into the factors that should be considered 
when determining on whose behalf contributions must 

be made during a strike. First, generally a legitimate 
separation of employment prior to the strike severs the 
pension obligation regarding those employees. Second, 
a six month hiatus between the date of separation 
and date of rehiring may be sufficient for the Board 
to conclude that the replacement worker is in fact a 
replacement worker and not a former employee who 
had a reasonable expectation of returning to work for 
that employer. We can only speculate, however, as to 
whether the Board would find a hiatus much shorter 
than six months to be in any way problematic or 
whether the length of the employment hiatus is deter-
minative. Third, treating returning workers as new 
employees in terms of seniority, application, interview, 
background check, drug testing, etc. supports a find-
ing that they have significantly different interests 
than striking employees, and thus should be treated 
as strike replacements with no right to employer fund 
contributions.  

 Application of Current Law 
  Leveld  and its progeny remain good law. Although 

 Woodward Sand  has confused matters somewhat by 
holding that contributions are due on behalf of per-
manent replacement workers, it appears that the 
basic rules of  Leveld  and  Capital Husting  could remain 
intact and that  Woodward Sand  will be limited to its 
unique withdrawal liability fact pattern. 8   Teamsters v. 
Flemming  was decided on a procedural matter, but 
Judge Henderson’s order may be considered guidance 
for other courts.  

 No court has as of yet attempted to specifically rec-
oncile  Pattern Makers ’ and its progeny with  Leveld  and 
 Capitol-Husting . The cases are not necessarily incon-
sistent, however, since it is possible to conclude that 
even though an employer has no obligation to contrib-
ute under labor law principles, it must continue con-
tributions as a matter of contract under an unexpired 
subscriber agreement. Therefore, it appears that in 
absence of a separate agreement requiring contribu-
tions on behalf of certain workers,  Leveld  and progeny 
should control. 

 The case law and Board decisions discussed above 
make it clear that the question of whether contri-
butions are due on a worker’s behalf is a fact-based 
inquiry. Below, we provide a general summary of the 
guidance as applied to various categories of workers.  

    1. Temporary Replacements.  Generally, temporary strike 
replacements are employees hired by a company on 
a temporary basis to replace its union employees 
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who have either decided to strike or have been 
locked out. The employees may be told by the 
company that they are temporary replacements or 
the company may simply view the new employees 
as temporary replacements for the striking work-
ers. In this situation, the temporary replacements 
are interested in their current gainful employment 
while the strikers are looking to displace the tem-
porary replacements by retuning to work. Due to 
these divergent interests, which were the basis for 
the Board’s holding in  Leveld,  there is little room 
for doubt that, after the expiration of the collective 
bargaining agreement, a company would not be 
obligated to make pension contributions on behalf 
of temporary replacements.  

   2. Permanent Replacements.  What if a company hires 
permanent replacements? Permanent replacements 
will presumably continue with the company after 
the strike and, therefore, may have interests that are 
more aligned with the strikers than the temporary 
replacements. Such alignment of interests might 
support an argument that the union represents both 
the strikers and the permanent replacements and, 
therefore, pension contributions are due on behalf 
of permanent replacements. Even though the court 
in  Woodward Sand  embraced this position, we do 
not think the  Woodward Sand  analysis “trumps” the 
long-standing results in Leveld and  Capitol Hustings.  
This due to (a) the unusual withdrawal liability 
fact pattern and the very limited holding in that 
case, and (b) the fact that there is no real evidence 
that either the NLRB or other courts have since 
followed this approach. The best reasoned position 
would therefore be that, under Leveld its progeny, 
contributions are still not required on behalf of per-
manent replacements prior to impasse.  

   3. Union Workers Crossing the Picket Line.  Union work-
ers who continue to work during a strike clearly 
have the right to continue to receive the benefits of 
the current collective bargaining agreement, includ-
ing the right to company pension contributions. If 
an employee initially goes out on strike, but returns 
to work during the strike, are contributions due on 
his or her behalf upon returning to work? Do the 
employee’s interests align with the strikers on the 
picket line or with the replacement workers? From 
the guidance above, the answer appears to depend 
on when the employee returns to work.    

 Federal labor law is clear that after impasse an 
employer can unilaterally change the level of con-
tributions on behalf of employees, even those that 

return to work during a strike. Prior to impasse, 
however, the guidance outlined above appears to 
require contributions on behalf of union work-
ers who return prior to the end of a strike. This 
is true regardless of whether the strike was due to 
economic conditions or unfair labor practices. ( See 
Capital-Husting  and  Woodward Sand ). Thus, the 
best advice remains that an employer should make 
contributions on behalf of striking union workers 
who return to work prior to the end of the strike. 

    4. Rehired Employee.  What if a former employee, who 
left the company prior to the strike, returns to 
work during the strike? Does this employee have 
a right to the collectively bargained benefits or 
are his interests similar to those of a replacement 
worker? In Flower City Glass Co., NLRB Advice 
opined that bargained for contributions were not 
due in this situation since the employee: (a) left 
the company with no expectation of future 
re-employment; (b) was severed from employment 
for more than six months; and (c) was treated 
as a new company employee upon his return. 
Unfortunately, it is not clear which of these fac-
tors, if any, Advice found controlling. For exam-
ple, would a four month hiatus from employment 
be long enough such that contributions would 
not be due? We do not know for sure. Employers 
should, however, keep these factors in mind when 
determining if contributions will be due in any 
similar situation.   

 Final Thoughts on Fiduciary Considerations 
 With regard to the individuals in each of the cat-

egories above, plan trustees face the difficulty of trying 
to determine if contributions are due on behalf of these 
individuals. If contributions are in fact due, trustees 
have a fundamental fiduciary duty to either 
(a) take some action to collect those contributions 
[s ee ,  e.g.,  Central States Pension Fund v. Central 
Transport, 472 U.S. 559 (1985)], or (b) abandon or 
compromise collection efforts after a prudent determi-
nation that the fund does not have a defensible legal 
position or that collection is not reasonably possible 
(but this determination must be made in consider-
ation of the factors outlined in Prohibited Transaction 
Class Exemption 76-1). [ See also , Rosen v. Hotel and 
Restaurant Employees & Bartenders Union of Phila., 
Bucks, Montgomery and Delaware Counties, PA, 637 
F.2d 591, 600 (1981, CA3)] Trustees also have a duty 
to ensure that the plan can meet its obligations to par-
ticipants and beneficiaries. [Diduck v. Kaszycki & Sons 



Contractors, Inc., 874 F.2d 912, 916 (2d Cir 1989)] 
As long as the trustees are acting with the proper care, 
skill, prudence and diligence required under ERISA, 
however, they do not have a duty to take any particular 
course of action to recover delinquent contributions. 
[Liss v. Smith, 991 F. Supp 278, 290 (SDNY 1998)] 
Thus, if trustees conclude that an employer does not 
in fact owe contributions on behalf of replacement 
workers or other workers in the context of a strike, the 
trustees are not legally compelled to pursue those con-
tributions.  

 On the other hand, if the trustees conclude that 
contributions are owed in the context of a strike or 
other labor dispute, they have both the right and the 
duty to pursue collection of the amounts due. Under 
certain circumstances, this will mean a possible suit 
under Sections 502 and 515 of ERISA. It must be 
noted, however, that after expiration of the collec-
tive bargaining agreement, a plan or the trustees 
 cannot sue for delinquent contributions under ERISA, 
but must instead claim that the failure to make the 
contributions constitutes a violation of the NLRA. 
[Laborers Health and Welfare Trust Fund for Northern 
California v. Advance Lightweight Concrete Co., Inc. 
(484 US 539)] Of critical importance in this regard 
is the fact that there is a special six-month statute 
of limitations that applies to the filing of an unfair 
labor practice charge. It is therefore important for 
plan trustees to understand the rules relating to strike 
replacement workers, decide quickly on whether to 
pursue contributions and, if appropriate, to file the 
appropriate Board charges. These charges can be filed 
by the plan trustees directly, or can be filed by one of 
the relevant unions sponsoring the plan.  

 Even though trustees may have a fiduciary duty to 
pursue collection of contributions due, we found no 

case involving an alleged breach of fiduciary duty for 
failing to pursue collection of contributions on behalf 
of replacement workers, and have found no evidence 
of any formal or informal enforcement activity in this 
area by the DOL. ■ 

 Notes 
    1. In  Leveld,  “[a]ll of the new hires were told that they were tem-

porary employees.” 218 N.L.R.B. 1344, 1347.    

    2. The court in  Capital-Husting  indicated that the employer 

“responded by hiring eleven permanent replacements.” 671 

F.2d 237, 240.  

    3. The court in  Service Electric Company  stated that “where the 

underlying labor dispute remains unresolved” and “replace-

ments continue to occupy striker’s jobs and strikers neither 

offer to return to work nor abandon future employment with 

the struck employer, then that employer is neither obligated 

to bargain with that representative concerning the continued 

employment terms of replacements, nor is it obligated to 

substitute preexisting employment terms for the ones that 

replacements have been receiving during the course of the 

 economic strike.” 281 N.L.R.B. at 641.  

    4. In citing  Marlboro Company, Inc.,  284 N.L.R.B. 1303 (1987), 

the court in Colorado agreed with the general rule that a com-

pany may implement some or all of its contract proposals, but 

only after the parties have reached an impasse in their negotia-

tions; however, that rule does not apply to strike replacements.  

     5. Id.  at 1587.  

    6. “The collective bargaining agreement between Woodward and 

Local 36 expired without the parties reaching an agreement 

on the terms of a new contract. The following day the Union 

went out on strike.” Woodward at 1586.  

    7. Flower City Glass Co., Case 3-CA-18951, October 8, 1993.  

    8. Not surprisingly, District Courts in the Ninth Circuit have 

avoided any further application or consideration of  Woodward 

Sand.   
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A R T I C L E

  PPA Lump 
Sum 
Requirements 
and IRS Notice 
2008-30 
 B y  H o w a r d  J .  S m a l l 

   PPA modified the actuarial basis for calculating 

minimum lump sums. The rush to comply with the law 

for the 2008 plan year may have been the result 

of a faulty decision process that, in turn, caused 

an unintended consequence. Near-term retirees 

have been adversely affected. With the additional 

guidance from Notice 2008-30, plan sponsors have 

an opportunity to amend their plan. The Notice 

provides ways to transition to the new PPA lump 

sum basis that were either not available or not fully 

understood before the Notice was released.  

 Whenever there is a significant legislative change, 
as is case with The Pension Protection Act of 2006 
(PPA), the first challenge for lawyers, actuaries, and 
consultants is to read and interpret the new require-
ments. This ongoing process has been a considerable 
effort because, as we all know, PPA made sweep-
ing changes that affect the funding and operation 
of defined benefit pension plans. Only after we 
understand the fine points can we proceed to take 
on the second challenge—helping our clients under-
stand the implication of specific requirements and 
 establish a course of action for complying with the 
new law. 

 This article will explore the modification that was 
made to the basis for calculating minimum lump 
sums and the compliance options that might possibly 
be a consideration for a plan that currently offers an 
optional lump sum form of payment. With the pub-
lication of IRS Notice 2008-30 in March 2008, plan 
sponsors may have a chance to re-amend their plan. 
[IRB 2008-12] The Notice provides an opportunity to 
explore ways to transition to the new PPA lump sum 
basis that were either not available or not fully under-
stood before the Notice was released. A key objective 
of this article is to explain the choices plan sponsors 
may want to consider in the context of the regula-
tory requirements that control: (1) minimum lump 
sums, (2) the general requirements of a qualified joint 
and survivor annuity (QJSA), and (3) the valuation of 
 distributions subject to a QJSA. 

 Background 
 Very succinctly, beginning with minimum 

lump sum distributions in 2008 (for most plans), 
PPA changed the prescribed interest and mortal-
ity assumptions that are specified under Internal 
Revenue Code (the “Code”) Section 417(e)(3) 
(i.e., 417(e)(3) assumptions). PPA replaced a single 
interest rate that was based on 30-year Treasury 
securities with a three- segment rate structure that is 
based on high quality corporate bonds. In addition 
to the interest rate change, the prescribed mortality 
table has been updated to reflect longer life expec-
tancy among annuitants and retirees. The combined 
effect of these changes (i.e.,  PPA assumptions) will 
generally result in lower minimum lump sums than 
what would have been calculated using the prior 
417(e)(3) assumptions (i.e., pre-PPA assumptions). 
For plan years beginning in 2008, the applicable 
first, second and third segment rates are a blend of 
the respective corporate bond based segment rate 
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and the 30-year Treasury rate according to the fol-
lowing table: 

For Plan 
Year 
beginning in

PPA 
Segment 

Rate 
Blending %

30-Year 
Treasury 

Rate 
Blending %

2008 20% 80%

2009 40% 60%

2010 60% 40%

2011 80% 20%

2012 and later 100% 0%

    Many plans do not offer an optional lump sum 
form of payment. The only lump sum distributions 
are cashouts that occur when the present value of an 
accrued benefit, computed using 417(e)(3) assump-
tions, is less than the Code Section 411(a)(11) limit—
currently $5,000. For these plans, amending to the 
PPA assumptions would be a relatively modest effort. 
Moreover, plan sponsors would probably appreciate 
using the PPA assumptions because they can discharge 
the liability for more participants who terminate with 
small accrued benefits. 

 Optional Lump Sum Distributions 
 Sponsors of plans that offer an optional lump sum 

form of payment have choices to consider. In the 
simplest case, if a plan has always been calculating 
the optional lump sum using 417(e)(3) assumptions, 
the plan sponsor may want to follow the path of least 
resistance by adopting the PPA assumptions effective 
for distributions beginning in 2008. As already noted, 
PPA assumptions will result in smaller lump sums 
than what would have been derived using pre-PPA 
assumptions. The resulting reduction of any accrued 
benefit is afforded relief from the “anti-cutback” rules 
of Code Section 411(d)(6). 

 Even if a plan’s actuarial basis for computing lump 
sums was more favorable for the participant than the 
pre-PPA assumptions, the plan sponsor may want to 
follow the path of least resistance by adopting the 
PPA assumptions effective for distributions begin-
ning in 2008. In this situation, however, Code Section 
411(d)(6) would require protection of accrued of ben-
efits up to the point the plan was amended.  

 We now turn to the situation where a plan sponsor 
may be interested in preserving the current actuarial 
basis either permanently or for a specified period of 
time before changing over to the PPA assumptions. 

Notionally, this would seem like an easy recommenda-
tion to implement. After all, continuing the current 
actuarial basis would be beneficial for the participant, 
too. What’s wrong with that? To properly answer this 
question requires a review and understanding of the 
rules pertaining to (1) the general requirements of a 
QJSA, (2) the valuation of distributions subject to a 
QJSA, and (3) the valuation of minimum lump sums. 
We shall see that the regulatory linkages among the 
rules force a very tight logical structure. Together with 
the guidance from Notice 2008-30, the constraints 
of this logical structure create a transition path that a 
plan sponsor may choose to follow. 

 A Review of the Regulatory Requirements 
 First, though, let’s review how the Code and regu-

lations define an accrued benefit and the value of an 
accrued benefit. An accrued benefit is defined by the 
terms of the plan and is valued taking into consider-
ation the particular optional form in which the benefit 
is to be distributed.  The value of an accrued benefit is the 
present value of the benefit in the distribution form deter-
mined under the plan.  For example, a plan that provides 
an early retirement annuity benefit may specify that 
the optional lump sum form of payment available at 
early retirement age is the present value of the early 
retirement annuity benefit. Alternatively, a plan could 
provide an early retirement annuity benefit and specify 
that the lump sum form of payment available at early 
retirement age is the present value of the normal 
retirement annuity benefit. [Code Section 411(a)(7) 
and Treas. Reg. § 1.411(a)(11)-(a)(2)] 

 Next, under the guiding principles for valuing an 
accrued benefit:* 

   1. The present value of any accrued benefit [PV(AB)] 
and the amount of any distribution must not be 
less than the amount calculated using 417(e)(3) 
assumptions, and   

  2. The present value of any optional form of benefit 
must not be less than the present value of the 
normal retirement benefit [PV(NRB)] calculated 
using 417(e)(3) assumptions. [Treas. Reg. 
§ 1.417(e)-1(d)(1)]     

  *There are exceptions to the present value require-
ments, but they would not apply to a lump sum 
form of payment. [Treas. Reg. § 1.417(e)-1(d)(6)] 

   Finally, a QJSA must be the actuarial equivalent of 
a single life annuity (SLA) [Code Section 417(b)(2)]. 
There is no specified actuarial basis. As long as the 
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actuarial basis is reasonable we can equate the present 
value of a QJSA with the present value of a SLA [i.e., 
PV(QJSA) = PV(SLA)] 

 The general rule is that QJSA must be at least as valu-
able as any other optional form of benefit payable under 
the plan at the same time. [Treas. Reg. § 1.401(a)-20, 
Q&A-16] There is one exception to the general rule that 
will be addressed in the example that follows. 

 Regulatory Interplay 
 Assume a defined benefit plan provides an early 

retirement annuity benefit. The plan also provides an 
optional lump sum form of payment at early retire-
ment age that is the present value of the early retire-
ment SLA benefit. Just to make the example more 
robust, assume the PV(SLA) is calculated on a stated 
actuarial basis that is not the 417(e)(3) assumptions. 
Finally, as required, the plan provides a QJSA such 
that the PV(QJSA) = PV(SLA).  

 The lump sum is a distribution that is defined by 
the plan as the PV(SLA). It is also an optional form of 
payment. The two guiding principles for valuing an 
accrued benefit require: 

1.    PV(SLA) to be calculated using the more favorable of: 
   (i) Plan stated actuarial assumptions, or     
 (ii) 417(e)(3) assumptions, and 

   2. Lump sum ≥ PV(NRB) calculated using 417(e)(3) 
assumptions.     

 For easy reference, the resulting application of each 
of the two principles will be referred to as Principle 
#1 and Principle #2, respectively. 

 There are two possible outcomes: 

  1.   Scenario 1:  Principle #1 ≥ Principle #2  
  2.  Scenario 2:  Principle #1 < Principle #2     

 Let’s examine each scenario. For Scenario 1, the plan 
would distribute a lump sum equal to the result from 
Principle #1. Accordingly, all the regulatory require-
ments have been satisfied – 

   • Lump sum ≥ PV(NRB) using 417(e)(3) assumptions  
  • Lump sum = PV(SLA) = PV(QJSA)  
  • QJSA is as valuable as any other optional form of 

payment*   
  *It is beyond the scope of this article, but we can 

assume that the Relative Value requirements of 
Treas. Reg. § 1.417(a)(3)-1 have been satisfied 
with respect to any other annuity form of payment.   

 In summary, the optional lump sum equals the 
PV(SLA) calculated using the plan’s stated actuarial 
equivalence or 417(e)(3) assumptions, whichever is 
more favorable to the participant. 

 Next, let’s look at Scenario 2. Because Principle 
#2 is controlling the value of the lump sum, the plan 
would distribute a lump sum equal to the PV(NRB) 
calculated using 417(e)(3) assumptions (i.e., the mini-
mum lump sum). Accordingly, the Lump Sum  >  
[PV(SLA) = PV(QJSA)]. The QJSA regulations resolve 
what would otherwise be conflicting requirements, 
so that a plan can both pay the minimum lump sum 
and not violate the “QJSA most valuable rule.” [Treas. 
Reg. § 1.401(a)-20, Q&A-16] 

  Very importantly, the plan is granted relief 
from the regulatory conflict only when the lump 
sum distribution is the minimum lump sum—the 
PV(NRB) using 417(e)(3) assumptions.   

 Enter PPA and Notice 2008-30 
 Finally, we return to the situation where a plan 

sponsor may be interested in preserving the current 
actuarial basis either permanently or for a speci-
fied period of time before changing over to the PPA 
assumptions. Incidentally, the current actuarial basis 
could well be the pre-PPA assumptions. The logi-
cal thinking is that the current actuarial basis will 
produce larger minimum lump sums than would be 
determined using PPA assumptions. 

 The potential problem is that there is no way to 
handle a Scenario 2 situation after 2007. The plan 
would call for a lump sum distribution based on pre-
PPA assumptions. However, post-2007, the regula-
tory relief from violating the QJSA most valuable 
rule would be available only when the minimum 
lump sum is determined using PPA assumptions. 
Consequently, the operation of the plan would cause a 
qualification defect! 

 IRS Notice 2008-30 provided welcome guidance 
that opens up a world of possibilities for plan sponsors 
to consider. First, to address the Scenario 2 situation, 
the Notice temporarily extended the application of 
pre-PPA assumptions. A plan can be amended to pro-
vide participants the more favorable minimum lump 
sum calculated using (i) pre-PPA assumptions, or 
(ii) PPA assumptions. The expiration of the temporary 
period must be stated in the amendment, but cannot 
be later than December 31, 2009 (for most calendar 
year plans). Moreover, the expiration of the tempo-
rary period will not create a Code Section 411(d)(6) 
cutback. It is anticipated from the Notice that Treas. 
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Reg. § 1.401(a)-20, Q&A-16 will be amended to 
reflect this special treatment. 

 Keep in mind that as we saw in the example, a 
Scenario 1 situation was never an issue prior to PPA. 
That stays the same. So, after 2007, if the optional 
lump sum form of payment to the participant equals 
the more favorable PV(SLA) calculated using: 

   (i) the plan basis* or,  
  (ii) PPA assumptions   
  and the PV(SLA) ≥ PV(NRB) using PPA assump-

tions, the plan can distribute the PV(SLA) without 
a problem.. 

  * The plan basis could well be the more favor-
able of (i) a stated actuarial basis, or (ii) pre-PPA 
assumptions. 

   Continuing with a Scenario 1 situation, Notice 
2008-30 would allow a plan sponsor to provide the 
more favorable pre-PPA assumptions for a speci-
fied period of time (e.g., 5, 10, even 20 years) before 
changing over to PPA assumptions. As long as the 
expiration date is stated in the amendment, there will 
not be a Code Section 411(d)(6) cutback.  

 Note, however, that this special treatment is lim-
ited to extending the pre-PPA assumptions beyond 
2007. If the plan had a dual basis for determining 
the PV(SLA)—the better of a stated actuarial basis or 
pre-PPA assumptions—and at the time of the change 

over to PPA assumptions the PV(SLA) was keyed 
off the stated actuarial basis, Code Section IRC 
411(d)(6) would require protection of the PV(SLA) 
accrued benefit. 

 In order to conform with Notice 2008-30, the plan 
must be amended by December 31, 2009 (for most 
calendar year plans). A second amendment adopted 
before December 31, 2009, would not be eligible for 
Code Section 411(d)(6) relief. As an accommodation 
because many plan sponsors will have amended their 
plan by the time Notice 2008-30 was released, any 
amendment adopted prior to June 30, 2008, is dis-
regarded in counting whether or not there has been 
a second amendment adopted prior to December 31, 
2009. 

 Conclusion 
 Adding the statutory PPA changes to the require-

ments for calculating minimum lump sums, on 
top of an already rigid set of intertwining rules and 
regulations, could have easily confused even the most 
seasoned professional. Possibly, the rush to compli-
ance for the 2008 plan year may have been the result 
of a faulty decision process that, in turn, caused an 
unintended consequence. Near-term retirees have been 
adversely affected. With the additional guidance from 
Notice 2008-30, plan sponsors have an opportunity to 
reconsider their decision by extending the transition 
period to the new PPA lump sum basis. ■ 
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A R T I C L E

  Code Section 
501(c)(18) 

 THE DEFINITIVE 
(AND PROBABLY ONLY) 

ARTICLE YOU 
WILL EVER READ 

 B y  D a v i d  A .  P r a t t 

  “Not only am I a geek; I’m a pension geek. Don’t 

tell my girlfriend...”  [http://thoughtsbybg.blogspot.

com/2006/06/almost-employed.html] 

 As I recently celebrated my 59½th birthday (no card 
from IRS, alas) and completed my 32nd year as a pen-
sion lawyer, it is time for me to contemplate my mor-
tality (without the aid of IRS tables) and face the facts: 
unless ASPPA develops a 12-step program and a suitable 
new dues-paying credential, I will be a pension geek 
until the day I die. Of course, we all know that pension 
geeks exist, in surprisingly large numbers: the surprise 
is that any of them has a girlfriend (or boyfriend). Were 
they true geeks, they would be far too busy reading the 
Code, the regulations, and the AB FABs.  

 One characteristic of the true pension geek is an 
obsession with obscure provisions of the Code and 
ERISA. All human life is represented there, including 
the LUST trust fund. (No, it’s not what you’d like it 
to be.) Periodically, over the last few years, as I leafed 
through those magical statutes that we know and love 
(less verbose than Tolkien, more action than Proust), 
I have wondered about the references to that mythical 
creature, the 501(c)(18) plan. Has anyone ever seen 
one? Did Lewis Carroll draw one? Are they protected 
by the Endangered Species Act? So, in the hope that 
it will garner me a MacArthur genius award, or at 
least a big federal grant (from the Department for 
Handing Out Large Federal Grants for Research on 
Totally Useless Topics), here are the results of my 
research to date. 

 What Is It Anyway? 
 Section 501(c) contains 28 subsections describing 

organizations that are exempt from federal income tax 
under Section 501(a). Section 501(c)(18) was added by 
Section 121(b)(6)(A) of the Tax Reform Act of 1969, 
P.L. 91-172, effective for taxable years beginning after 
1969. 

 Section 501(c)(18) applies to a trust or trusts cre-
ated  before June 25, 1959 , which form part of a plan 
providing for the payment of benefits under a pension 
plan funded  only  by contributions by employees. It 
must satisfy the following additional requirements: 

   1. Under the plan, it is impossible, at any time prior 
to the satisfaction of all liabilities with respect to 
employees under the plan, for any part of the corpus 
or income to be used for, or diverted to, any purpose 
other than the provision of benefits under the plan;  

  2. Benefits are payable to employees under a clas-
sification which is set forth in the plan and which 
is found by the Secretary of the Treasury not to 
be discriminatory in favor of highly compensated 
employees, as defined in Section 414(q) (HCEs);  



  3. The benefits do not discriminate in favor of HCEs. 
A plan is not discriminatory merely because the 
benefits received under the plan bear a uniform 
relationship to the total compensation, or the basic 
or regular rate of compensation, of the employees 
covered by the plan; and  

  4. In the case of a plan under which an employee may 
designate contributions as deductible:    
 (i) Such contributions do not exceed the amount 

for which a deduction is allowable under 
Section 219(b)(3),  

 (ii) Requirements similar to the actual defer-
ral percentage (ADP) test under Section 
401(k)(3)(A)(ii) are met with respect to those 
contributions,  

 (iii) The contributions are treated as elective defer-
rals for purposes of Section 402(g), and  

 (iv) The requirements of Section 401(a)(30) (limita-
tions on elective deferrals) are met. As these 
contributions are deductible, and are treated a 
elective deferrals, they count towards the elec-
tive deferral and IRA deduction limits for the 
year in question, and thus reduce the amount 
that can be contributed to other plans.     

 For purposes of (4)(ii) above, rules similar to the 
rules of Section 401(k)(8) apply, so qualification can 
be retained by distributing excess contributions. 
For purposes of Section 4979, any excess contribu-
tion is treated as an excess contribution under a cash 
or deferred arrangement, and so is subject to the 10 
percent penalty tax. [Code §§ 501(c)(18), 4979(c), 
4979(e)(5), 4979(f)] 

 In addition, under the regulations:  

 1. The trust must be a valid, existing trust under 
local law, and must be evidenced by an executed 
written document. [Reg. § 1.501(c)(18)-1(b)(1)] 

 2.   The trust must be funded solely by 
 contributions of employees who are members of 
the plan, and earnings on such contributions. 
[Reg. § 1.501(c)(18)-1(b)(2)] 

   3. The trust must have been created before June 25, 
1959. A trust created before June 25, 1959, is 
described in Section 501(c)(18) even if changes in 
the makeup of the trust have occurred since that 
time, so long as these are not fundamental changes 
in the character of the trust or in the character of 
the beneficiaries of the trust. Increases in the ben-
eficiaries by the addition of employees in the same 
or related industries, whether the additions are of 

individuals or of units (such as locals of a union) 
will generally not be considered a fundamental 
change in the character of the trust. A merger of a 
trust created after June 25, 1959, into a trust cre-
ated before that date is not in itself a fundamental 
change in the character of the latter trust if the 
two trusts are for the benefit of employees of the 
same or related industries. [Reg. § 1.501(c)(18)-
1(b)(3)(i)] The regulations include two examples 
of how this rule operates. [Reg. § 1.501(c)(18)-
1(b)(3)(ii)]   

 4. The trust must provide solely for the payment of 
pension or retirement benefits to its beneficiaries, 
including “customary and incidental benefits, such 
as death benefits within the limits permissible 
under section 401.” [Reg. § 1.501(c)(18)-1(b)(4)] 

 5. The trust must be part of a plan which provides 
that, before the satisfaction of all liabilities to 
employees covered by the plan, the corpus and 
income of the trust cannot (within the taxable year 
and at any time thereafter) be used for, or diverted 
to, any purpose other than the provision of pen-
sion or retirement benefits. Payment of expenses in 
connection with plan administration is considered 
a payment to provide benefits and does not affect 
the qualification of the trust. [Reg. § 1.501(c)(18)-
1(b)(5)] 

 6. The trust must be part of a plan whose eligibil-
ity conditions and benefits do not discriminate 
in favor of HCEs. The regulations were issued in 
1972 [37 Fed. Reg. 5618, Mar. 17, 1972], and 
provide that “the plan will not qualify if the ben-
efits paid to the higher paid employees are a larger 
portion of compensation than the benefits paid 
to lower paid employees.” [Reg. § 1.501(c)(18)-
1(b)(6)] Presumably, this rule is now modified by 
the later regulations under Sections 401(a)(4) and 
410(b). Neither the statute nor the regulation spe-
cifically allows the use of permitted disparity. 

 7. The trust must be part of a plan which requires 
that benefits be determined according to objective 
standards. “Thus, while a plan may provide simi-
larly situated employees with benefits which differ 
in kind and amount, these benefits may not be 
determined solely in the discretion of the trustees.” 
[Reg. § 1.501(c)(18)-1(b)(7)] 

 Which Pension Rules Apply to Section 
501(c)(18) Plans? 

 Contributions to a 501(c)(18) plan qualify for the 
savers’ credit. [Code § 25B(d)] 
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 The 10 percent additional income tax is imposed on 
early distributions from “qualified retirement plans.” 
[Code § 72(t)] The term “qualified retirement plan” 
is defined in Section 4974(c), and does not include 
501(c)(18) plans. Nevertheless, Congress has kindly 
provided an exception for qualified reservist distribu-
tions from 501(c)(18) plans. [Code § 72(t)(2(G)(iii)(I)] 
How comforting it is, in these troubled times, to have 
an exception from a tax to which one was never sub-
ject in the first place.  

 The maximum amount allowable as a deduction 
with respect to contributions to a 501(c)(18) plan is 
the lesser of $7,000 or 25 percent of the compensa-
tion, as defined in Section 415(c)(3)) includible in the 
individual’s gross income for the taxable year. [Code 
§ 219(b)(3)] It appears that the $7,000 limit is not 
subject to the cost of living increases applicable to the 
IRA deduction limits, but that the age 50 additional 
IRA catch-up contribution ($1,000 for 2009) is avail-
able. [Code § 219(b)(5)] It also appears that no con-
tribution may be made after age 70½ [Code § (d)(1)], 
but it is not clear how the other IRA deduction 
limitations (e.g., those for married individuals and 
active participants) apply to 501(c)(18) plans. For pur-
poses of the deduction limits under Section 219, the 
term “active participant” includes an individual who 
makes deductible contributions to a trust described in 
Section 501(c)(18). [Code § 219(g)(5)(B)] 

 A 501(c)(18) trust will lose its tax exemption 
if it engages in a prohibited transaction [Code 
§ 503(a)(1)(C)]. For this purpose, the applicable pro-
hibited transaction rules are those contained in code 
Section 503, rather than the Section 4975 rules that 
apply to most qualified plans.  

 Reporting by Employer 
 IRS Publication 525 states that: “Wages shown in 

box 1 of your Form W-2 should not have been reduced 
for contributions you made to a section 501(c)(18)(D) 

retirement plan. The amount you contributed should 
be identified with code “H” in box 12. You may 
deduct the amount deferred subject to the limits that 
apply. Include your deduction in the total on Form 
1040, line 36. Enter the amount and “501(c)(18)(D)” 
on the dotted line next to line 36.” 

   Taxation of Distributions 
 Section 501(c)(18) plans are not qualified plans or 

IRAs, so neither Section 402 nor Section 408 applies. 
Accordingly, it appears that under the general income 
tax rules, (1) all distributions are taxed in the year of 
actual or constructive receipt, as ordinary income, and 
(2) no amount distributed from a 501(c)(18) plan can 
be rolled over, on a tax-free basis.  

 Applicability of ERISA 
 A Section 501(c)(18) plan is a pension plan under 

Section 3(2) of ERISA, but is specifically exempted 
from the ERISA coverage, vesting, benefit accrual, 
annuity, anti-alienation, merger, and funding rules. 
[ERISA §§ 201(3)(B), 301(a)(4)(B)] A Section 
501(c)(18) plan is not exempt from the reporting and 
disclosure, fiduciary and enforcement rules under Parts 
1, 4, and 5 of Title I of ERISA. A 501(c)(18) plan is 
not covered by the PBGC insurance program. [ERISA 
§ 4021(b)(4)(B)] 

 Conclusion 
 As the “Car Talk” hosts say, you have just wasted a 

perfectly good hour reading this article. On the other 
hand, knowledge is power, and you have increased 
your store of pension trivia. As the famous limerick 
says, “My name is Benjamin Jowett, I’m Master of 
Balliol College; Whatever is knowledge I know it, 
And what I don’t know isn’t knowledge.” 

 Next Issue: Code Section 501(c)(9), or VEBA Las 
Vegas (I owe the joke to Scott Burris of Temple Law 
School). ■ 
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A R T I C L E

  Focus On…
The Bailout 
Bill 
 B y  D a v i d  A .  P r a t t 

  The Emergency Economic Stabilization Act of 2008 

(Public Law 110-343, the “Act,” EESA) includes 

numerous provisions affecting employee benefits and 

executive compensation. This article will summarize 

these provisions.  

 The Act has three divisions: Division A, the 
“Emergency Economic Stabilization Act of 2008”; 
Division B, the “Energy Improvement and Extension 
Act of 2008;” and Division C, the “Tax Extenders 
and Alternative Minimum Tax Relief Act of 2008”. 
Nine of the largest financial institutions in the coun-
try (Bank of America, Merrill Lynch, Citigroup, 
JPMorgan Chase, Wells Fargo, Goldman, Morgan 
Stanley, Bank of New York Mellon, and State Street) 
immediately agreed to participate in the new capital 
purchase program (CPP) and to issue a total of $125 
billion in senior preferred stock to Treasury, absorb-
ing half of the initial $250 billion commitment to the 
program. 

 Executive Compensation Standards 
 Any financial institution that sells troubled assets 

to the Treasury Department under the Act will be 
subject to additional executive compensation require-
ments and new restrictions under the Internal Revenue 
Code of 1986 (the “Code”). [Act § 111(a)] The term 
“troubled assets” means (a) residential or commercial 
mortgages and any securities, obligations, or other 
instruments that are based on or related to such mort-
gages, that were originated or issued on or before 
March 14, 2008, the purchase of which the Secretary 
of Treasury determines promotes financial market 
stability; and (b) any other financial instrument that 
the Secretary, after consultation with the Chairman 
of the Board of Governors of the Federal Reserve 
System, determines the purchase of which is necessary 
to promote financial market stability, but only upon 
transmittal of such determination, in writing, to the 
appropriate committees of Congress. [Act § 3(9)] 

 If there is a  direct  purchase of troubled assets from 
the financial institution, and the Treasury receives “a 
meaningful equity or debt position in the financial 
institution”, the institution must meet specific criteria 
for executive compensation and corporate governance. 
[Act § 111(b)] Treasury has issued guidance in the 
form of interim final regulations [73 Fed. Reg. 62205, 
Oct. 20, 2008] and Notice 2008-PSSFI, Oct. 15, 
2008. [ See also, e.g.,  Frederick W. Cook & Co., Inc., 
Treasury Department Issues Executive Compensation 
Rules under the Capital Purchase Program for U.S. 
Financial Institutions, www.fwcook.com] For purposes 
of Section 111(b), two or more entities that are aggre-
gated under Code Section 414(b) or (c) are treated as 
a single employer, but the rules for brother-sister con-
trolled groups and combined groups are disregarded 
(including disregarding the rules in Code section 
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1563(a)(2) and (a)(3) (corporations) and the parallel 
rules in Reg. section 1.414(c)-2(c) (other organizations 
conducting trades or businesses under common con-
trol)). [Notice 2008-PSSFI, Q & A 1(b)] The regula-
tions clarify that the requirements of Section 111(b) 
apply not only to the financial institution that par-
ticipates in the CPP, but also to any other entity in its 
controlled group. 

 The standards under Section 111(b) include:  

   1. Limits on compensation that exclude incentives for 
senior executive officers to take unnecessary and 
excessive risks that threaten the value of the finan-
cial institution during the period that the Treasury 
Department holds an equity or debt position;   

  2. Recovery of any bonus or incentive compensation 
paid to a senior executive officer based on state-
ments of earnings, gains, or other criteria that are 
later proven to be materially inaccurate; and   

  3. A prohibition on making any golden parachute 
payment to any senior executive officer during 
the period that the Treasury Department holds an 
equity or debt position.    

 The regulations include an additional standard 
under Section 111(b): the financial institution must 
agree, as a condition of participating in the CPP, that 
no deduction will be claimed for federal income tax 
purposes for remuneration that would not be deduct-
ible if Code Section 162(m)(5) applied to it. [31 
C.F.R. § 30.10] Section 162(m)(5) is discussed below, 
under “Denial of Deduction.” 

 In the case of a financial institution that has sold 
assets under the troubled assets relief program (TARP) 
in sales that are  not  solely direct purchases, and the 
amount sold (including direct purchases) exceeds $300 
million in the aggregate, the financial institution is 
prohibited during the TARP authorities period from 
entering into any new employment contract with a 
senior executive officer that provides a golden para-
chute in the event of involuntary termination from 
employment, bankruptcy filing, insolvency, or receiv-
ership. See the interim final regulations issued by the 
Treasury under Section 111(b) of the Act. [73 Fed. 
Reg. 62205; Notice 2008-PSSFI under § 111(b); and 
Notice 2008-TAAP under § 111(c)] 

 Tax Treatment of Executive Compensation 
 Section 302 of the Act enacts special rules for the 

tax treatment of executive compensation of employers 
participating in TARP. It limits incentives, restricts 

golden parachutes, and generally limits the employer 
tax deduction for compensation to covered executive 
employees to $500,000. [Code §§ 162(m) and 280G, 
as amended] Treasury and IRS have issued guidance 
in Notice 2008-94. [2008-44 IRB 1] Section 120 of 
the Act provides that the TARP program terminates 
on December 31, 2009, unless extended upon certi-
fication by the Secretary of the Treasury to Congress, 
but in no event later than two years from the date of 
enactment (October 3, 2008) (the TARP authorities 
period).  

 Notice 2008-94 addresses, in question and answer 
format, various issues including how to determine 
which employers and executives fall within the scope 
of the guidance; factors to consider in light of a 
merger or acquisition; executive remuneration; and 
the definition of a parachute payment and an excess 
parachute payment for purposes of Section 280G(e). 
Treasury and the IRS requested comments on the 
Notice. Taxpayers may rely on the rules in the Notice 
as of October 3, 2008, the date of enactment. 

 Practitioners and compensation experts have ques-
tioned whether the new rules will have any real effect. 
 Tax Notes Today  quotes Graef Crystal, a former execu-
tive compensation consultant: “The CEO doesn’t 
care. If he cared he wouldn’t pay himself that much.” 
Crystal said the real impact of those provisions will 
be felt by the shareholders, who will bear the brunt 
of the lower deduction by realizing fewer profits after 
the corporation pays its higher tax bill. Crystal argued 
that many of those financial institutions have deduc-
tions they can take for losses so that they won’t even 
notice the missed executive salary deduction were they 
not to comply with the lower limit. [Treasury Effort 
to Cap Executive Compensation Draws Practitioner 
Skepticism,  Tax Notes Today,  Oct. 16, 2008, 2008 
TNT 201-1;  see also  Lori Montgomery, Executive Pay 
Limits May Prove Minimal,  Washington Post,  Oct. 15, 
2008, D01] 

 Denial of Deduction 
 In the case of an “applicable employer,” the Act 

denies a deduction: 

  1. For current compensation, for any “applicable tax-
able year,” for services performed by a “covered 
executive” during that year, to the extent that the 
amount exceeds $ 500,000, and  

 2. For deferred compensation, to the extent that the 
amount exceeds: 
  (1) $500,000 reduced (but not below zero) by   
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  (2) the sum of the executive’s current compen-
sation for that year, and the portion of the 
deferred compensation which was taken into 
account in a preceding taxable year.   

  [Act § 302(a), adding Code § 162(m)(5)(A)]  

   Example:  Assume that the deduction limits apply in 

2009, the officer is paid $350,000 in 2009 and receives 

an additional $200,000 in 2012 for services in 2009. 

Only $150,000 of the $200,000 deferred payment may be 

deducted in 2012. The $350,000 payment in 2009 used 

up all but $150,000 of the deduction limit for 2009, so 

only $150,000 of the additional $200,000 is deductible. 

It does not matter whether 2012 is within the Capital 

Purchase Program period.    

 An “applicable employer” is any financial institution 
that is an employer from whom one or more troubled 
assets are acquired under TARP, but only if the aggre-
gate amount of the assets acquired exceeds $300 mil-
lion. The assets that are counted for the $300  million 
threshold include assets that are acquired under TARP 
in accordance with Section 101(a) of the Act. However, 
if the only such acquisitions from a financial institu-
tion are through a  direct  purchase, the financial institu-
tion is not an applicable employer. (For special rules 
with respect to employers that sell assets through a 
direct purchase, see § 111(b) of the Act; the interim 
final regulations issued by the Treasury [73 Fed. Reg. 
62205]; and Notice 2008-PSSFI under § 111(b).) For 
this purpose, two or more persons who are aggregated 
under Code Section 414(b) or (c) are treated as a single 
employer, disregarding Section 1563(a)(2) and (3). 
[New Code § 162(m)(5)(B); Notice 2008-94, Q & A1] 
The employers covered under Section 162(m)(5) are 
not limited to publicly held corporations (nor to cor-
porations). [ See  Notice 2008-94, Q & A 2] 

 An “applicable taxable year” means: 

   (i) The first taxable year of an employer in which the 
aggregate amount of troubled assets acquired from 
the employer during the current and all preced-
ing taxable years (other than disregarded assets) 
exceeds $300 million and  

  (ii) Any subsequent taxable year. [New Code 
§ 162(m)(5)(C)]      

 The $ 500,000 deduction limit does not apply to an 
employer unless, during a taxable year of the employer 
that includes any portion of the TARP authorities 
period, the aggregate amount of the troubled assets 

acquired under TARP from the employer in that tax-
able year, when added to the amount acquired from the 
employer under TARP for all preceding taxable years, 
exceeds $300 million (unless all such acquisitions are 
through a direct purchase). If this condition is satisfied, 
then Section 162(m)(5) applies to that taxable year and 
to any subsequent taxable year of the employer that 
includes any portion of the TARP authorities period. 
(See Q&A-10 regarding the applicability of Section 
162(m)(5) to deferred compensation after the end of 
the TARP authorities period.) If the entities treated as 
a single applicable employer do not have the same tax-
able year, the relevant taxable year is the taxable year of 
the parent. [Notice 2008-94, Q & A 3] 

 A “covered executive” means any employee who (1) 
at any time during an applicable taxable year, is (or is 
acting as) the CEO or CFO of the applicable employer, 
or (2) is one of the three highest compensated officers 
of the applicable employer for the taxable year (other 
than an individual described in clause (1)), determined 
on the basis of the shareholder disclosure rules for 
compensation under the Securities Exchange Act of 
1934. Once an employee is a covered executive with 
respect to an applicable employer for any applicable 
taxable year, the employee will generally continue to 
be a covered executive in subsequent years. [New Code 
§ 162(m)(5)(D); Notice 2008-94, Q & A 4] 

 The Section 162(m)(5) $500,000 deduction limit 
applies to remuneration as determined under Section 
162(m)(4), but without regard to the following excep-
tions under Section 162(m)(4): remuneration payable 
on a commission basis, performance-based compensa-
tion, or existing binding contracts. The remuneration 
for a year is based on the year in which the remunera-
tion is  deductible  (whether or not the remuneration is 
paid in that year or is includible in the employee’s 
income in that year). For example, payments that 
are deductible by the employer in an applicable tax-
able year, but are paid to the covered executive by 
the 15th day of the third month after the end of that 
year (as described in § 1.404(b)-1T, Q&A-2(b)(1) of 
the Regulations), are remuneration for that applicable 
 taxable year.  

 The $500,000 limit in Section 162(m)(5)(A) applies 
to executive remuneration and deferred remunera-
tion attributable to services performed by the covered 
executive  during  an applicable taxable year. Payments 
that are deductible in an applicable taxable year, for 
services performed by the covered executive in a  prior  
taxable year, are not treated as remuneration for this 
purpose. [New Code § 162(m)(5)(E)] 
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 Deferred remuneration means remuneration that 
would be executive remuneration for services per-
formed by a covered executive in an applicable taxable 
year but for the fact that the deduction is allowable 
in a subsequent taxable year (determined without 
regard to § 162(m)(5)). The amount  paid  is taken into 
account, without distinction between the amount 
deferred in the taxable year in which the services were 
performed and earnings thereon. [Notice 2008-94, 
Q & A 8] 

 The $500,000 limit only applies to remuneration 
for services performed in an applicable taxable year, 
but the limit on deferred remuneration, for services 
performed  in  an applicable taxable year, applies for  all  
subsequent taxable years, until the deferred remunera-
tion is completely paid. [Notice 2008-94, Q & A 10] 

 Rules similar to the coordination rules of Code 
Section 162(m)(4)(F) and (G) apply. The Secretary of 
Treasury is authorized to issue guidance, including the 
extent to which the new rules apply in the case of any 
acquisition, merger, or reorganization of an applicable 
employer. 

 Golden Parachute Rules 
 Section 280G, as in effect prior to the enactment of 

Section 280G(e), provides that “excess parachute pay-
ments” are not deductible by a corporation. In addi-
tion, Section 4999 imposes a 20 percent excise tax on 
the recipient of any excess parachute payment. 

 Section 280G generally defines a “parachute pay-
ment” as any payment in the nature of compensation 
to (or for the benefit of) a “disqualified individual” 
that is contingent on a change in the ownership or 
effective control of a corporation or on a change in the 
ownership of a substantial portion of the assets of a 
corporation if the aggregate present value of all such 
payments equals or exceeds three times the individu-
al’s “base amount”, which is the average annual com-
pensation payable by the corporation and includible 
in the individual’s gross income over the five taxable 
years preceding the taxable year in which the change 
in ownership or control occurs. A disqualified individ-
ual is any employee, independent contractor, or other 
person specified in Treasury regulations who performs 
personal services for the corporation and who is an 
officer, shareholder, or highly compensated individual 
of the corporation. 

 Section 302(b) of the Act expands the definition of 
a parachute payment to include certain severance pay-
ments made to a covered executive of an applicable 
employer participating in TARP, regardless of whether 

there is also a change in ownership or control of the 
employer. An “applicable severance from employ-
ment” is any severance from employment of a covered 
executive: (1) by reason of an involuntary termination 
of the executive by the employer or (2) in connection 
with a bankruptcy, liquidation, or receivership of the 
employer. [Code § 280G(e)(2)(B)] 

 The new Section 280G(e) is effective for payments 
made during an applicable taxable year with respect 
to severances occurring during the TARP authorities 
period. 

 If a payment which is treated as a parachute pay-
ment by reason of these new rules is also a parachute 
payment without regard to the new rules, then Section 
280G(e) will not apply to the payment. [New Code 
§ 280G(e)(2)(C)(i)] 

 The Secretary of Treasury is authorized to issue 
guidance. [New Code § 280G(e)(2)(C)(ii));  see also  
Notice 2008-94, Qs & As 11 through 17] 

 Foreign Deferred Compensation 
 Section 801 of the Act adds a new Code Section 

457A, generally providing that any compensation 
deferred under a nonqualified deferred compensation 
plan of a “nonqualified entity” will be includible in 
gross income when there is no substantial risk of for-
feiture of the rights to such compensation. The follow-
ing are nonqualified entities:  

   1. A foreign corporation, unless substantially all of its 
income is (a) effectively connected with the conduct 
of a trade or business in the United States, or (b) 
subject to a comprehensive foreign income tax; and   

  2. Any partnership, unless substantially all of its 
income is allocated to persons other than (a) for-
eign persons with respect to whom such income is 
not subject to a comprehensive foreign income tax, 
and (b) organizations which are exempt from tax 
under the Code.   

 The new rules also impose an interest charge and 
a 20 percent additional income tax; apply in addi-
tion to the requirements of Section 409A and any 
other relevant provisions; and are effective for defer-
rals attributable to services performed after December 
31, 2008. For existing deferrals (i.e., those attribut-
able to services performed by December 31, 2008), 
the deferred amounts will be includible in the later of 
2017, or the first year in which no substantial risk of 
forfeiture exists concerning the right to the deferred 
compensation. (For further details  see, e.g.,  Deferred 



Compensation Paid By Offshore Funds Limited by 
the Emergency Economic Stabilization Act, www.
paulhastings.com; Congress Bailout Bill Shuts Down 
Tax Haven Deferred Compensation, www.dl.com; New 
457A rules on offshore deferred compensation pose 
tough issues, www.us.select.mercer.com.) 

 Temporary Increase in Insurance Coverage 
 The Act increases the maximum amount of deposit 

and share insurance coverage under the Federal 
Deposit Insurance Act and the Federal Credit Union 
Act from $100,000 to $250,000. This increase applies 
only until December 31, 2009. [Act § 136] 

 Federal Unemployment Taxes Act 
 The Act extends the 6.2 percent FUTA rate through 

the 2009 calendar year (the rate was scheduled to 
decrease to 6.0 percent starting in 2009). [Act § 404, 
amending Code § 3301] 

 IRA Distributions to Charity 
 Section 1201 of the Pension Protection Act of 

2006 provided an exclusion from gross income for 
certain distributions  in 2006 and 2007  from a tradi-
tional IRA or Roth IRA (but not a SIMPLE IRA or 
SEP) that were paid  directly  by the IRA to a charity. 
Under the Act, the provision is extended to distribu-
tions made in 2008 and 2009. [Act § 205, amending 
Code § 408d)(8)(F); see also Taxwise Giving Analyzes 
Extension of Charitable Giving Incentives, Tax Notes 
Today, Oct. 14 2008, 2008 TNT 199-78] 

 The taxpayer must be at least 70½; the exclusion is 
limited to $100,000 per taxpayer per year; and it only 
applies if the entire charitable distribution would be 
deductible, without taking into account the percent-
age limitations based on adjusted gross income. 
[See also Section IX of IRS Notice 2007-7] If the IRA 
contains nondeductible amounts, amounts attributable 
to deductible contributions (which would otherwise be 
included in income) are deemed to be distributed first. 

 Amounts donated to charity count as minimum 
required distributions; these excluded distributions 
are not deductible under IRC Section 170; and certain 
organizations are not eligible, including donor advised 
funds and certain private foundations. IRS has issued 
a procedure for changing a charity’s classification to 
allow it to become eligible. [IRS Ann. 2006-93] 

 Disaster Relief 
 For counties in the Midwest that were declared 

federal disaster areas during the summer of 2008, the 

Act waives the 10 percent additional income tax for 
certain early distributions from retirement plans [Code 
§ 1400Q(a)(1), as amended]. It also allows distribu-
tions from 401(k) plans, 403(b) plans and IRAs that 
were used for home purchases to be re-contributed 
to the plan tax-free [Code § 1400Q(b), as amended]. 
For loans made between October 4, 2008 and 
January 1, 2010 to individuals in the disaster areas, 
the maximum loan amount is increased to the lesser 
of the vested account balance or $100,000. [Code 
§ 1400Q(c), as amended]. 

 Mental Health Parity 
 Prior to the Act, the Mental Health Parity Act of 

1996 (“MHPA”) required the annual or lifetime dol-
lar limits on mental health benefits to be no lower 
than the dollar limits for medical and surgical benefits 
offered by a group health plan. The MHPA was sched-
uled to expire on December 31, 2008, does not apply 
to benefits for substance abuse or chemical depen-
dency, and allows employers some discretion regarding 
the mental health benefits offered. MHPA (1) does not 
apply to small employers (fewer than 51 employees), 
and (2) does not apply if the application of the parity 
provisions would result in a cost increase under the 
plan of at least one percent. A majority of the states, 
and the federal employees’ health benefit program, 
require insurance companies to cover certain mental 
and physical illnesses equally. The state laws do not 
apply to many programs, including self-insured plans 
that are subject to ERISA. 

 Sections 511 and 512 of the Act constitute the Paul 
Wellstone and Pete Domenici Mental Health Parity 
and Addiction Equity Act of 2008 and amend Section 
712 of ERISA, Section 2705 of the Public Health 
Service Act and Section 9812 of the Code. A group 
health plan cannot impose more restrictive cost-shar-
ing requirements or treatment limits for mental 
health and substance abuse coverage than for medical 
and surgical benefits. The Act also extends the cur-
rent parity rules on annual or lifetime dollar limits 
to include substance abuse benefits. The Act does not 
require that mental health and substance use benefits 
be provided. Employers with 50 or fewer employees 
are not subject to these rules, and certain plans whose 
costs increase as a result of the new requirements 
may request an exemption. A determination of the 
cost increase must be made by an actuary in a writ-
ten report, and an application for exemption must be 
filed with the Department of Labor (DOL) (For further 
details,  see, e.g.,  Paul Wellstone and Pete Domenici 
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Mental Health Parity and Addiction Equity Act, 
www.alston.com; Treasury Bailout Program Includes 
Mental Health Parity Provisions, www.faegre.com)  

 The original MHPA requirements are revived and 
made permanent. The expanded requirements are 
effective for plan years beginning after October 3, 
2009, with a delayed effective date for some collec-
tively bargained plans [Act § 512(e)]. 

 Health Care Continuation for Students 
on Leave of Absence 

 Under a separate law, the 2008 Student Health 
Insurance Act (H.R. 2852, also known as Michelle’s 
Law) a group health plan must continue coverage of a 
college student who is a “dependent child” under the 
plan and has a “medically necessary leave of absence”. 
Coverage must continue until the earlier of (1) one 
year after the absence starts or (2) the date coverage 
would otherwise terminate for a covered student. The 
changes are effective for plan years beginning on or 
after October 9, 2009, for medically necessary leaves of 
absence beginning during those plan years.  

 Qualified Bicycle Commuting Reimbursement 
 Section 211 of the Act adds a new tax-exempt 

fringe benefit, a “qualified bicycle commuting reim-
bursement,” for taxable years beginning after 2008. 
[Code § 132(f)] The term means, with respect to any 
calendar year, any employer reimbursement during the 
15-month period beginning with the first day of that 
year for reasonable expenses incurred by the employee 
during the calendar year for the purchase of a bicycle 
and bicycle improvements, repair, and storage, if 
the bicycle is regularly used for travel between the 
employee’s residence and place of employment. The 
maximum exclusion for any employee is the product 
of $20 and the number of “qualified bicycle commut-
ing months” during that year. The $20 amount is not 
indexed for inflation. By comparison, an employee 
may claim up to $220 per month in qualified parking 
expenses and up to $115 per month for qualified tran-
sit or vanpool costs for 2008, and these amounts are 
indexed. Unlike other qualified transportation fringe 
benefits, the benefit cannot be funded with pre-tax 
 salary reductions. 

 In any month in which an employee claims the 
benefit, he or she may not also claim transit, vanpool, 
or parking benefits. Employees qualify only if they 
“regularly” use a bicycle for a “substantial portion” of 
travel between their residence and place of employ-
ment, and may not claim the benefit in any month 

in which the bike commuting is “infrequent or con-
stitutes an insubstantial portion of the employee’s 
commute.”  

 Could Retirement Plans Sell “Troubled 
Assets” to Treasury?  

  “Some are wondering if the EESA will permit 
Treasury to buy these ‘troubled assets’ from pension 
plans. The bill’s text suggests that may be a possibil-
ity, but it is far from certain. More guidance from 
Treasury will be needed…. The definition of ‘finan-
cial institution’ arguably is broad enough to include 
pension plans…. the bill specifically requires the 
Treasury Secretary to take into consideration certain 
factors when exercising powers granted by the bill. 
The enumerated factors include ‘providing stability 
and preventing disruption to financial markets in 
order to limit the impact on the economy and pro-
tect American jobs, savings, and retirement security,’ 
and ‘protecting the retirement security of Americans 
by purchasing troubled assets held by or on behalf 
of an eligible retirement plan ..., except that such 
authority shall not extend to any’ IRC § 409A 
nonqualified deferred compensation arrangements. 
However, it is not clear how certain rules would apply 
if the Treasury Secretary did use TARP to purchase 
‘troubled assets’ from a pension plan. These include 
restrictions on executive compensation arrange-
ments for financial institutions that sell troubled 
assets to Treasury, and requirements for the Treasury 
Secretary to receive an equity interest in the financial 
institutions that sell it troubled assets. Finally, even 
if the Treasury Secretary decides the EESA gives it 
the authority to buy troubled assets from pension 
plans, he may choose not to exercise that authority.” 
[Economic Stabilization Bill Could Affect Pensions; 
Includes Enhanced Mental Health Parity Rules, 
www.dl.com] 

 Conclusion 
 It is far too early to determine the impact of these 

new rules. The new restrictions on executive compen-
sation may prove as ineffective as the prior versions of 
Sections 162(m) and 280G, and may turn out to be 
“A tale told by an idiot, full of sound and fury, 
signifying nothing.” [Wm. Shakespeare,  Macbeth ] 
Alternatively, they may presage executive compensa-
tion restrictions that will be extended beyond the 
financial services industry. “Whether this regulatory 
surge will wash over other parts of corporate America 
remains to be seen. Nevertheless, we believe that 



all companies, regardless of industry, should begin 
to  prepare for the possibility of higher tax rates and 
greater regulation of executive compensation. The 
exact nature and magnitude of these changes will 
be shaped by the outcome of the Presidential and 
Congressional elections in November, but they seem 
likely to occur in some form regardless of the elec-
tion results. At a minimum, we think companies 
should prepare for the possibility that they may be 
required to conduct nonbinding annual shareholder 

votes on their executive compensation (so-called ‘say 
on pay’) and may face some tightening of existing 
pay regulations under Sections 162(m) and 280G, 
as well as Sarbanes-Oxley.” [Surviving a Regulatory 
Storm: Executive Compensation Issues in the Current 
Economic Crisis, Gary Locke and Paula Todd, Towers 
Perrin, October 14, 2008, www.towersperrin.com; 
 see also  Emergency Economic Stabilization Act of 
2008: Thoughts on the Landscape of Executive 
Compensation, www.dl.com] ■ 
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A R T I C L E

  Department 
of Labor 
Proposes New 
Disclosure 
Requirements 
for All 
Participant-
Directed Plans 
 B y  A a r o n  P i e r c e 

  On July 23, 2008, the United States Department of 
Labor (“DOL”) issued long-anticipated proposed regu-
lations to be applicable to all “participant-directed” 
individual account plans. [73 Fed. Reg. 43014, 
Jul. 23, 2008] The continued proliferation of 401(k) 
plans, which typically allow participants to direct the 
investment of their own accounts, has resulted in the 
retirement income of participants being increasingly 
dependent upon the investment decisions made by 
the participants themselves. The DOL has repeatedly 
expressed concern that participants may not have suffi-
cient access to the information that is critical in mak-
ing informed decisions about the investment of their 
accounts. Retirement plan fee disclosure has also been 
the subject of Congressional attention.  

 When and if finalized, these new regulations will 
require plan fiduciaries to provide more frequent and 
detailed disclosure of investment and fee information. 
The DOL has indicated that the regulations, if final-
ized, would be effective for plan years beginning on or 
after January 1, 2009. However, many commentators 
have indicated that the implementation of the new 
rules by January 1, 2009, would be unduly expensive 
and burdensome. Therefore, it is expected that the 
DOL will be urged to delay the effective date of the 
final regulations to a date later than January 1, 2009.  

 The Proposed Regulations 
 The proposed regulations would apply to all par-

ticipant-directed individual account retirement plans 
subject to the fiduciary responsibility requirements 
of ERISA. Thus, any defined contribution retirement 
plan that provides participants with the ability to 
direct the investment of their own accounts would be 
subject to the new disclosure requirements. Plans not 
subject to ERISA, such as plans maintained by gov-
ernmental entities, certain church plans, and certain 
“non-ERISA” tax-deferred annuity arrangements under 
Code Section 403(b), will not be subject to the new 
disclosure rules. 

 In the preamble to the proposed regulations, the 
DOL states its belief that ERISA Sections 404(a)(1)(A) 
and (B) impose “on fiduciaries of all participant-
directed individual account plans a duty to furnish 
participants and beneficiaries information necessary to 
carry out their account management and investment 
responsibilities in an informed manner.” [73 Fed. 
Reg. at 43015] Thus, in the view of the DOL, the 
new disclosure requirements derive from the general 
ERISA requirements that a fiduciary administer a plan 
in a prudent manner and for the exclusive purpose of 
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 providing benefits to participants and beneficiaries 
and defraying the reasonable expenses of administering 
the plan.  

 Relationship with “404(c) Protection” 
 Many participant-directed individual account 

plans have voluntarily elected to comply with similar 
(though less specific) disclosure requirements as part 
of the fiduciary liability protection available under 
ERISA Section 404(c). Under 404(c), a fiduciary of 
a participant-directed individual account plan that 
meets certain requirements, including the provision 
of information regarding plan investment options and 
related information, may be relieved of liability for 
the consequences of the investment decisions made by 
plan participants. The DOL notes that plans that have 
complied with 404(c) typically would have satisfied 
the generally applicable fiduciary obligations regard-
ing the disclosure of investment and fee information. 
[73 Fed. Reg. at 43015] Interestingly, the DOL notes 
that it “expresses no view with respect to plans that 
did not comply with Section 404(c) . . . as to the 
specific information that should have been furnished 
to participants and beneficiaries in any time period 
before” the proposed regulations are finalized. [73 Fed. 
Reg. at 43015] 

 The exception from fiduciary liability provided 
under ERISA Section 404(c) will continue to be 
available. However, the proposed regulations would 
conform the information disclosure requirements 
under ERISA Section 404(c) and Department of Labor 
Regulations Section 2550.404c-1 to the informa-
tion disclosure requirements set forth in the proposed 
regulations. [Prop. Treas. Reg. § 2550.404c-1] In 
addition, the proposed regulations express the DOL’s 
long-standing position that 404(c) does not relieve a 
fiduciary from the duty to prudently select and moni-
tor the designated investment alternatives and des-
ignated investment managers provided under a plan. 
[Prop. Treas. Reg. § 2550.404a-5(f)] 

 Once the proposed regulations are finalized, the 
fiduciaries of all participant-directed individual 
account plans, including those that have not elected to 
take advantage of the fiduciary protection provided by 
404(c), will need to comply with the new disclosure 
requirements in order to satisfy the general prudence 
and exclusive benefit requirements of ERISA. 

 Requirements of the Proposed Regulations 
 The proposed regulations would require that par-

ticipants (as well as beneficiaries who have the right 

to direct the investment of all or a portion of a partic-
ipant’s account) be provided with “plan-related” and 
“investment-related” information. [Prop. Treas. Reg. 
§ 2550.404a-5(b)]  

 Plan-Related Information 
 Under the proposed regulations, each participant 

must be provided with plan-related information on 
or before the date the participant becomes eligible to 
participate in the plan and on an annual basis there-
after. [Prop. Treas. Reg. § 2550.404a-5(c)(1)(i)] This 
information could be furnished as part of the plan’s 
summary plan description (“SPD”), provided that 
the timing requirements are satisfied. [Prop. Treas. 
Reg. § 2550.404a-5(e)(1)] For many plans, it will be 
impractical to use the SPD as the sole means by which 
the plan-related information is provided, because this 
would require that the SPD be furnished to all par-
ticipants and beneficiaries on an annual basis. In addi-
tion, any material changes to this information must be 
communicated to participants no later than 30 days 
after the date that such changes are adopted. [Prop. 
Treas. Reg. § 2550.404a-5(c)(1)(ii)] This is signifi-
cantly faster than would otherwise be required under 
the generally applicable timing rules for the summary 
of material modifications.  

 Plan-related information includes the following: 

   •  Disclosure of General Plan Investment Information.  
This would include disclosure of:   
  a. The designated investment alternatives avail-

able under the plan;  
  b. How participants may give investment instruc-

tions and any limitations on such instructions 
(such as limitations on the ability to transfer to 
or from a designated investment alternative);  

  c. Information relating to the exercise of voting, 
tender, or similar rights in connection with a 
designated investment alternative; and  

  d. Information regarding any designated invest-
ment managers available under the plan.   [Prop. 
Treas. Reg. § 2550.404a-5(c)(1)]  

   •  Disclosure of Administrative Expenses.  The regulations 
would require that participants be provided with 
an explanation of any fees and expenses for plan 
administrative services (e.g., legal, accounting, 
or recordkeeping) to the extent such fees are not 
included in the investment-related fees described 
below. [Prop. Treas. Reg. § 2550.404a-5(c)(2)(i)] 
Participants also must be informed of how such 
expenses are allocated (e.g., pro rata or per capita). 
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[Prop. Treas. Reg. § 2550.404a-5(c)(2)(i)] To the 
extent that such fees are bundled with investment-
related fees (as is common when the plan’s service 
provider is also the plan’s investment provider), 
there is no requirement that the administrative 
expenses be separately disclosed or identified. Some 
commentators have noted that this may encourage 
further bundling of administrative expenses into 
investment-related fees. This would seem to frus-
trate the DOL’s goal of ensuring greater transpar-
ency in the disclosure of plan fees.  

  •  Disclosure of Individual Expenses.  The regulations 
also would require disclosure of information 
regarding any individual expenses that may be 
assessed on a participant’s account. [Prop. Treas. 
Reg. § 2550.404a-5(c)(3)(i)] Such expenses might 
include expenses relating to plan loans, investment 
advisory services or the processing of qualified 
domestic relations orders.    

 In addition, the regulations would require that 
each participant be provided with a statement, on 
at least a quarterly basis, of the dollar amount of 
the administrative and individual expenses actually 
charged to the participant’s account, along with a 
description of the services to which such charges 
relate. [Prop. Treas. Reg. § 2550.404a-5(c)(3)(ii)]  

 Investment-Related Information  
 The proposed regulations would require that invest-

ment-related information, including information 
regarding fees and expenses, be furnished automatically 
on or before the date the participant becomes eligible 
to participate in the plan and annually thereafter. [Prop. 
Treas. Reg. § 2550.404a-5(d)(1)] The plan would need 
to provide the information listed below in a chart or 
similar format that would allow participants to compare 
the various designated investment alternatives provided 
under the plan. [Prop. Treas. Reg. § 2550.404a-5(d)(2)] 
The proposed regulations include a model comparative 
chart, a copy of which is available at: http://www.dol.
gov/ebsa/modelcomparativechart.doc. 

 However, plans would be free to design their own 
disclosures, so long as the format of the disclosure 
facilitates the comparison of the information described 
below. [73 Fed. Reg. at 43,018] 

   •    Identifying Information . The plan must identify 
each available designated investment alternative, 
the type or category of the investment, and the 
type of management utilized by the investment. 
[Prop. Treas. Reg. § 2550.404a-5(d)(1)(i)] The 

disclosure must also provide an internet address 
where the participant can obtain additional infor-
mation regarding the investment, including the 
name of the investment’s issuer or provider, the 
investment’s principal strategy and attendant risks, 
the assets comprising the investment’s portfolio, 
the investment’s portfolio turnover and the invest-
ment’s performance and related fees and expenses. 
[Prop. Treas. Reg. § 2550.404a-5(d)(1)(i)(B)]  

  •  Performance Data.  For investments without a fixed 
rate of return, the regulations would require the 
disclosure of the average annual total return of the 
investment for one-year, five-year, and ten-year 
periods. [Prop. Treas. Reg. § 2550.404a-5(d)(1)(ii)] 
In addition, appropriate broad-based benchmarks 
must be provided for the same periods. For fixed 
return investments, the rate of return and the term 
of the investment would need to be provided. 
[Prop. Treas. Reg. § 2550.404a-5(d)(1)(iii)]  

  •  Fee and Expense Information.  For investments 
without a fixed rate of return, the plan would be 
required to provide:   
   a. The amount and a description of each “share-

holder-type fee” (e.g., sales loads, sales charges, 
deferred sales charges, redemption fees, surren-
der charges, exchange fees, account fees, pur-
chase fees, and mortality and expense fees);  

  b. The total annual operating expense of the 
investment expressed as a percentage (the 
“expense ratio”); and  

  c. A statement indicating that fees and expenses 
are only one of several factors that participants 
should consider when making investment 
decisions. [Prop. Treas. Reg. § 2550.404a-
5(d)(1)(iv)]     

 For investments with a fixed rate of return, the 
plan would be required to provide the amount and 
description of any shareholder-type fees that may be 
applicable to the purchase, transfer, or withdrawal 
of the investment. [Prop. Treas. Reg. § 2550.404a-
5(d)(1)(iv)] 

 Other disclosures (e.g., information relating to the 
pass-through of voting, tender, and similar rights) 
would be required to be provided to participants 
after an investment has been made. [Prop. Treas. 
Reg. § 2550.404a-5(d)(3)] Certain other information, 
including copies of prospectuses, financial statements 
or reports, a statement of the share or unit value of 
each designated investment alternative, and a list-
ing of the assets comprising the portfolio of each 



 designated investment alternative and the value of 
each such asset, must be provided upon request. [Prop. 
Treas. Reg. § 2550.404a-5(d)(4)] 

 What Should Plan Fiduciaries Be Doing 
Now? 

 The regulations were issued in proposed form 
and are subject to a comment period that ended on 
September 8, 2008. While the DOL may modify cer-
tain provisions of the proposed regulations in response 
to comments, given the DOL’s long-expressed concerns 
regarding investment and fee disclosures, it should 
be anticipated that the rules set forth in the proposed 
regulations largely will be retained. Whatever modi-
fications may be made in the final regulations, it is 
clear that the fiduciaries of all participant-directed 

 individual account plans will need to provide more 
frequent and detailed disclosure of investment and 
fee information in order to comply with their fidu-
ciary duties. Therefore, plan fiduciaries should begin 
to think about how best to assure compliance with 
the new rules once they become effective. Given the 
nature of the required disclosures, fiduciaries will need 
to work closely with investment and other service pro-
viders, as much of the information that must be dis-
closed under the new rules will need to be furnished 
by the providers. While it can be anticipated that 
many service and investment providers will take an 
active role in developing disclosures to comply with 
the new rules, the ultimate responsibility for compli-
ance (and potential liability for the failure to comply) 
rests with the plan fiduciaries. ■ 
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A R T I C L E

  Forget the 
Alimony! 
I Want the 
Survivor 
Benefit 
Instead! 

 FURTHER UNCERTAINTY 
IN THE CASE LAW 

INTERPRETING 
WHEN A SPOUSE 

VESTS IN A QUALIFIED 
SURVIVOR BENEFIT 

 B y  F r a n c e s - A n n  M o r a n  a n d 
D a v i d  P i l s o n 

 Introduction 
 With the enactment of the Retirement Equity 

Act of 1984 (“REA”), family courts across the 
country became inextricably involved in the divi-
sion of pension benefits as marital property. [ See 
 Retirement Equity Act of 1984, Pub. L. No. 98-397, 
98 Stat. 1426 (1984) ( amending  various provisions 
of the Employee Retirement Income Security Act 
(“ERISA”))] Thus, the issue of when an individual’s 
rights in his or her current or former spouse’s pension 
benefits vest is intensely litigated—not only because 
of the monetary gains at stake, but also because of the 
personal nature of spousal pension rights cases, which 
often are laden with baggage from the originating 
divorce proceedings. In dealing with a retirement age 
divorcing participant and spouse, the question many 
plan administrators may be forced to answer is “Does 
the spouse listed on this domestic relations order have 
a vested right to a surviving spouse benefit?” If the 
answer is “no,” then payment of any plan assets to 
the non-vested spouse could be a disqualifying pay-
ment from the plan (i.e., payment of plan benefits to 
an individual who is not a participant or beneficiary 
under the plan).  

 There is no doubt that a domestic relations order 
entered and approved by the plan’s administrator prior 
to the participant’s remarriage, death, or retirement 
that assigns survivor rights to the former spouse is 
enforceable. The problem arises anytime an interven-
ing event occurs before the domestic relations order is 
qualified and in place that may provide someone else 
with that survivor benefit. The courts, therefore, look 
to define the point at which former spouse loses the 
ability to obtain those survivor rights, either because 
those rights become vested in someone else (such as 
a new spouse) or they become permanently divested 
through the death of a participant with no surviving 
spouse on record. 

 Unfortunately, no clear consensus exists as to when 
spousal rights to pension benefits should irrevocably 
vest; however, three views have emerged as viable 
options. First, some courts have embraced the notion 
that spousal survivor benefits should vest at the time 
of the participant’s retirement. [ See  Hopkins v. AT&T 
Global Info. Solutions Co., 105 F.3d 153, 156 (4th 
Cir. 1997)] Second, other courts view the death of 
the participant as the most pragmatic bright line rule 
for vesting of spousal benefits. [Samaroo v. Samaroo, 
193 F.3d 185, 187 (3d Cir. 1999)] Most recently, in 
the summer of 2008, the Ninth Circuit’s holding in 
 Carmona v. Carmona , seems to obscure the rule even 



further by leaving open the possibility that the annu-
ity starting date could be the applicable point for vest-
ing the survivor benefit, rather than the retirement 
date or the participant’s death. [No. 06-15581, 2008 
U.S. App. LEXIS 19724 (9th Cir. Sept. 17, 2008)] 

 Background: Spousal Rights in Qualified 
Joint and Survivor Annuities 

 ERISA requires each pension plan to offer a form 
of retirement benefit to its married participants called 
a qualified joint and survivor annuity (“QJSA”). 
[ERISA Section 205(a)(1)] A QJSA guarantees pay-
ments to the participant and to the surviving spouse 
if the participant dies first. [ERISA Section 205(d)] 
Upon the participant’s death, the surviving spouse is 
guaranteed, for the remainder of his or her life, pay-
ments equal to at least 50 percent of the amount the 
participant received while alive. [ Id. ] If the participant 
dies after working long enough to qualify for benefits, 
but before the annuity starting date, then the surviv-
ing spouse is also guaranteed payments. This benefit is 
referred to as a qualified pre-retirement survivor annu-
ity (“QPSA”). [ERISA Section 205(a)(2) and 205(e)] 
However, questions arise when the participant and 
spouse divorce after the participant has retired under 
the plan, regardless of whether the participant’s ben-
efits have commenced. When does a spouse’s survivor 
benefit become vested and when does his or her right 
to file a domestic relations order for benefits expire?  

 To answer these questions, plan administrators 
must look to ERISA, their plan, and the case law. 
One of the central purposes of amending ERISA 
with REA was to enhance protection for the spouse 
and dependent children of participants in the event 
of divorce or separation. [Hamilton v. Wash. State 
Plumbing & Pipefitting Indus. Pension Plan, 433 
F. 3d 1091, 1096 (9th Cir. Wash. 2006) ( citing  Boggs 
v. Boggs, 520 U.S. 833, 846 (1997))] If there is a 
dispute regarding the former spouse’s survivorship 
rights, then REA allows the former spouse to obtain 
a Domestic Relations Order (“DRO”) to enforce the 
rights. A DRO is an order from a family court made 
pursuant to state domestic relations law that creates 
or recognizes the right of an alternate payee to a por-
tion of the participant’s pension benefits. [ERISA 
Section 206(d)(3)(B)(ii)] As a safeguard to reduce the 
risk of improper payments, REA requires that a DRO 
meet both procedural and substantive requirements 
before the pension plan administrators may deem it 
a Qualified Domestic Relations Order (“QDRO”), 
which allows qualified plan assets and benefits to be 

assigned to the former spouse (or children or depen-
dents) (called the “alternate payee(s)”) of the par-
ticipant in what would otherwise be a violation of 
ERISA’s anti-alienation provisions. First, under the 
procedural safeguards, the DRO must state items 
including:  

   1. the name and address of the participant and alter-
nate payee,   

  2. the percentage of the participant’s benefits to be 
paid to the alternate payee,   

  3. the number of payments to which the QDRO 
applies, and   

  4. the plan affected by the QDRO. [ERISA Section 
206(d)(3)(C)]      

 Second, from a substantive standpoint, the DRO 
must itself enforce a vested right. [ See  Carmona v. 
Carmona, 2008 U.S. App. LEXIS 19724] In other 
words, a QDRO only renders enforceable the assign-
ment of an already-existing interest. [Trs. of the Dirs. 
Guild of America-Producer Pension Benefits Plans v. 
Tise, 234 F.3d 415, 421 (9th Cir. 2000)] If the par-
ticipant listed in a DRO is vested but years away from 
the earliest retirement date under the plan, determin-
ing the already-existing interest of the former spouse 
is fairly clear. However, consider an instance where the 
DRO is filed with the plan after a participant’s retire-
ment, but before distribution of his or her benefit 
commences. Now further assume that the participant’s 
spouse had signed a waiver of the QJSA and consented 
to an alternate form of payment prior to filing the 
DRO with the plan. In that circumstance, the spouse 
may have waived any right to a survivor benefit before 
a divorce was even a consideration. As this example 
demonstrates, the facts related to benefit elections can 
differ widely and create viable questions as to spousal 
benefit rights under a QDRO. Family courts often 
issue an order of divorce to the couple, thus making 
them free to remarry, before settling the division of 
marital assets (including retirement benefits), which 
may happen years after the couple has received a 
decree of divorce. As a result, courts in various juris-
dictions must decide at what point the former spouse 
has a vested right to the survivor annuity enforceable 
under a DRO, notwithstanding events that might 
intervene (such as the participant’s remarriage to 
another potential survivor benefit claimant).  

 In 2007, there was hope that the Department of 
Labor’s (“DOL”) “Final Rule Relating to Time and 
Order of Issuance of Domestic Relations Order” would 
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give guidance as to the applicable point for vesting. 
Under Section 1001 of the Pension Protection Act 
of 2006 (“PPA”), Congress instructed the Secretary 
of Labor to clarify, among other topics, the timing of 
when a QDRO could be issued. However, instead of 
addressing the time at which a DRO could or should 
divest the interests of a former or current spouse, the 
regulation simply states that a DRO otherwise meet-
ing ERISA’s requirements for a QDRO shall not fail 
to be treated as a QDRO solely because of the time 
when it is issued, including after the death of the par-
ticipant. [Labor Reg. § 2530.] In other words, a plan 
administrator cannot declare a DRO not qualified and 
thus refuse to honor its terms  solely  because of the time 
when the DRO was issued. However, this regulation 
does not prevent the DRO from ceasing to be quali-
fied for other reasons, such as attempting to enforce 
a non-existent right. Although uncertainty remains, 
three possible vesting points have emerged: (1) the 
retirement date of the participant, (2) the death of the 
participant, or (3) the annuity starting date. 

 Argument for Spousal Rights Vesting at the 
Retirement Date of the Participant 

 In  Hopkins v. AT&T , the Fourth Circuit Court of 
Appeals held that the “surviving spouse benefits vest 
in the participant’s current spouse (or former spouse 
if the participant has not remarried) on the day the 
participant retires.” [105 F.3d at 157] After the partic-
ipant’s retirement, a DRO can be considered to enforce 
an already vested right only by assigning the survivor 
benefit to the current spouse (or former spouse if the 
participant has not remarried at retirement), but not 
before this point in time. The Fourth Circuit found 
that using the retirement date as the applicable vest-
ing point was not only consistent with the overall 
framework of ERISA, but also balances the competing 
interests of the former and current spouses.  

 In  Hopkins,  the participant and first spouse married 
in 1960, but later divorced in 1986. The first spouse 
did not obtain a DRO related to the participant’s 
pension benefits. In 1990, the participant remarried 
and then retired three years later. Upon retirement, 
the participant started receiving his pension annuity. 
The first spouse filed suit in family court seeking the 
surviving spouse annuity when and if the participant 
died. The family court issued a DRO requiring that 
the first spouse be made the payee of the surviving 
spouse benefits, as provided in ERISA Sections 205 
and 206. However, the pension plan administrator 
refused to honor the DRO, arguing that it did not 

enforce an already-existing interest and thus was not 
“qualified” under REA. The administrator argued that 
the right to surviving spouse benefits had vested in 
the second spouse, not the first spouse, since at the 
time of retirement, the second spouse was the current 
spouse and no preceding assignment had occurred that 
would have vested in the former spouse at the partic-
ipant’s retirement date. The Fourth Circuit Court of 
Appeals agreed with the plan administrator’s argu-
ment and awarded the survivor benefit to the second 
spouse since the second spouse’s rights vested when 
the participant retired. But how did the  Hopkins  court 
come to the conclusion that surviving spouse benefits 
vest at retirement? 

 In developing its holding, the Fourth Circuit 
examined the statutory framework of ERISA’s QJSA 
provisions as amended by REA. The court noted that, 
following the enactment of REA, a waiver provision 
was instituted. According to the provision, a par-
ticipant can waive the QJSA rights only during the 
90-day period (amended to be a 180-day period under 
the PPA) prior to the annuity starting date and can do 
so only with the written consent of the participant’s 
current spouse. [ Id.  at 157( citing  ERISA Section 
205(c)(2)(A) and 205(c)(7)(A))] Then, the court con-
cluded that, since no waiver of QJSA rights could 
occur after the annuity starting date, the participant 
and the spouse were actually vested in these rights at 
the participant’s retirement date and thus could not be 
divested. [ Id. ] Even though the statute explicitly uses 
the words “annuity starting date,” the court freely sub-
stituted “retirement date” throughout its opinion. In 
fact, the  Hopkins  court makes no mention of the words 
“annuity starting date” anywhere in the opinion, lead-
ing to the conclusion that, in the case of any differ-
ence, the retirement date is the applicable standard for 
vesting rather than the annuity starting date. 

 However, other courts have questioned the logic 
of the  Hopkins  case. [ See, e.g.,  Torres v. Torres, 60 P.3d 
798, 820 (Haw. 2002)] The Hawaii Supreme Court 
viewed the Fourth Circuit’s reasoning as flawed by 
noting that REA also amended ERISA’s waiver provi-
sion to require the spouse’s consent be in writing and 
the spouse’s signature be witnessed by a plan repre-
sentative or notary public. [ Id.  ( citi ng ERISA Section 
205(c)(2)(A))] The  Torres  court argued that the proce-
dural requirements of “written consent” prove that the 
former spouse’s rights should not be so easily divested 
by mere non-action (i.e., failing to obtain a DRO 
regarding the surviving spouse’s rights before the par-
ticipant remarries and retires). The Hawaii Supreme 
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Court was further concerned that a participant could 
divest a former spouse of his or her surviving spouse 
benefit by simply marrying someone else before retire-
ment. Nevertheless, the Fourth Circuit’s position in 
 Hopkins  has gained popularity in other jurisdictions. 
[ See, e.g.,  Rivers v. Central and South West Corp., 186 
F.3d 681 (5th Cir. 1999); Walsh v. Woods, 638 S.E.2d 
85 (S.C. Ct. App. 2006)] In these jurisdictions, courts 
view the  Hopkins  holding as producing results that are 
consistent with the Congressional intent of providing 
a source of income for the spouse who was dependent 
on the retirement income of the deceased participant. 
[Carmona v. Carmona, No. 06-15581, 2008 U.S. App. 
LEXIS 19724 (9th Cir. Sept. 17, 2008)] 

 Argument for Spousal Rights Vesting at the 
Death of the Participant 

 Another prevalent view is that a state court’s power 
to enter or modify a QDRO with respect to a for-
mer spouse’s interest in a pension plan ends with the 
participant’s death. [Samaroo v. Samaroo, 193 F.3d 
185 (3d Cir. 1999)] Under this rationale, the former 
spouse has a vested interest in the surviving spouse 
interest that can be enforced by a DRO until the 
participant’s death. After death, the former spouse no 
longer has an enforceable right to the survivor benefit; 
instead the interest vests in the current spouse (or is 
divested entirely, if the participant is not married, as 
single participants are not eligible for the statutorily 
required survivor benefit under a QJSA or QPSA). 
This standard is lenient toward the former spouse 
yet restrictive at the same time. The standard leni-
ently provides even more time for the former spouse 
to obtain a QDRO that enforces his or her survivor 
rights over the rights of a subsequent spouse, since it 
lasts until the participant’s death. However, it is more 
restrictive by the fact that courts applying the stan-
dard have required the former spouse to have a QDRO 
approved by the plan to enforce that right in all cir-
cumstances, even if there is no current spouse compet-
ing for an interest in the annuity. 

 In  Samaroo , a participant and spouse divorced in 
1984. At the time of the divorce, there was no DRO 
regarding the surviving spouse’s annuity. The par-
ticipant never remarried and died two years short of 
retirement. However, the plan provided for a QPSA, 
available to the surviving spouse of the participant 
who died before retiring. The plan administrator 
denied the former spouse’s claim for a pre-retirement 
survivor’s annuity because, even though the former 
spouse had an enforceable interest, the spouse failed to 

get a QDRO to enforce the interest before it lapsed at 
the participant’s death. The Third Circuit agreed with 
the plan administrators and denied the former spouse’s 
claim for pre-retirement surviving spouse benefits. 

 The Third Circuit concluded that, at the partici-
pant’s death, the former spouse’s interest was no lon-
ger enforceable, thus any DRO obtained afterwards 
could not be “qualified.” In other words, at the time 
of death, the current spouse is vested in the surviving 
spouse annuity (in the absence of a QDRO). If the par-
ticipant has no spouse, then no one vests. The  Samaroo  
court noted that “allowing Samaroo (or his estate) 
to preserve the right to confer the benefits on a new 
wife as long as he was alive and had the possibility of 
remarrying, and then to designate the [former spouse] 
as the surviving spouse after his death, is allowing him 
to have his cake and eat it, too.” This holding seems 
to eliminate the aforementioned problem cited by 
the Hawaii Supreme Court of allowing a participant 
to marry someone else simply to divest the former 
spouse. The Third Circuit’s decision creates a longer 
period for the former spouse to have an enforceable 
interest, but places the responsibility on the former 
spouse to enforce it. 

 Some critics fault this approach because of the view 
that a nonflexible vesting point is an unwarranted 
interference with the states’ ability to administer their 
domestic relations laws, since family courts are the 
best situated to make decisions regarding the  division 
of marital property. [Patton v. Denver Post Corp., 326 
F.3d 1148, 1152 (10th Cir. 2003) ( citingSamaroo  
at 192 (Mansmann, J.,  dissenting ))] But even the most 
ardent critics recognize that using the participant’s 
death as the vesting point is a lesser interference with 
the states’ ability to administer DROs when compared 
to the other interpretive alternatives. 

 The Latest: An Argument for Spousal Rights 
Vesting at the Annuity Starting Date 

 The Ninth Circuit Court of Appeals in the  Carmona 
 case, like the Fourth Circuit in  Hopkins , obscures the 
applicable vesting point standard between the annu-
ity starting date and the participant’s retirement date. 
However, unlike  Hopkins , the  Carmona  court seems 
to favor the annuity starting date, rather than the 
participant’s retirement date, as the applicable point 
at which a current or former spouse’s rights vest in a 
surviving spouse annuity. In the case, the participant 
retired and started receiving an annuity from a pension 
in 1992. Two years later, the participant and the first 
spouse divorced. The divorce DRO awarded alimony 
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to the first spouse, but was silent as to the survivor 
benefits from the pension plan. In 1997, the partici-
pant remarried and later petitioned the family court 
for a separate DRO to revoke the first spouse’s desig-
nation as the survivor beneficiary, and instead substi-
tute the second spouse. The participant died before 
the family court reached a decision. The family court 
eventually decided to grant the DRO, but the plan 
administrators refused to honor the petition, arguing 
that the second spouse’s right was unenforceable and 
thus not “qualified.” The  Carmona  court found that 
the plan administrators were correct in refusing to 
honor the DRO. 

 The Ninth Circuit held that survivor annuity ben-
efit rights irrevocably vest in the participant’s spouse 
at the annuity starting date. Like the Fourth Circuit 
in  Hopkins , the  Carmona  court looked to ERISA’s QJSA 
statutory scheme for guidance, particularly the waiver 
provision mentioned above. The court reasoned that 
the language of the statute places importance on the 
annuity starting date in that it allows the participant 
and the spouse to decline QJSA benefits only during 
the applicable election period which is defined as “the 
180-day period ending on the annuity starting date.” 
In addition to the statutory scheme, the court also 
emphasized that the annuity starting date standard for 
vesting “would protect a non-working spouse in many 
situations involving a post-retirement attempt to 
transfer surviving spouse [annuity] benefits.”  

 A concern exists that, in cases where the annu-
ity starting date occurs after the divorce, under the 
 Carmona  holding, participants can manipulate who 
can vest in the surviving spouse benefit. Some par-
ticipants may even defer the annuity starting date 
until a new marriage is finalized. While, like  Hopkins , 
the Ninth Circuit uses the annuity starting date 
and retirement date interchangeably, notably unlike 
 Hopkins , the  Carmona  court, in footnote 2 of the 
opinion, recognizes that the terms will not always 
be synonymous. But the court stopped there and 
did not discuss how it and other courts should deal 
with an annuity starting date that occurs later than a 
participant’s retirement date. Participants often decide 
to retire early or to defer their vested benefit beyond 
their early or normal retirement date, yet cannot start 
receiving their pension benefits until they reach the 
applicable retirement age according to the plan or the 
elected annuity starting date. Instead, the court leaves 
open the result of a case where the participant retires 
early without electing to commence his or her benefit 
until another day. 

 What Is a Plan Administrator to Do? 
 While the  Carmona  court brings the case law closer 

to the language of the statue, plan administrators still 
do not have clear guidance as to when a spouse’s rights 
in survivor benefits vest, thereby permitting the plan 
administrator to determine if a DRO is qualified and 
directing the plan to pay plan assets to an alternate 
payee. Recently in February of 2008, the Supreme 
Court declined to decide the issue. [ See  Kennedy v. 
Plan Adm’r for DuPont Sav. & Inv. Plan, No. 07-636, 
2008 U.S. LEXIS 7921 (U.S. Oct. 28, 2008) (U.S. 
February 19, 2008) (granting certiorari only to decide 
the issue of whether ERISA’s waiver provision was the 
only method by which a former spouse could waive 
surviving spouse benefits)] 

 However, although the Supreme Court initially 
granted certiorari to decide a limited issue in  Kennedy v. 
DuPont , on October 28, 2008, the Court requested 
supplemental briefs arguing the issue of whether ERISA 
Section 404, mandating administration of a plan in 
accordance with plan documents, implies that plan doc-
uments can control over DROs. [Kennedy v. Plan Adm’r 
for DuPont Sav. & Inv. Plan, No. 2008 U.S. LEXIS 
7921 (U.S. Oct. 28, 2008).] The Supreme Court’s final 
opinion may give guidance as to whether plan sponsors 
can specify, in the plan document, the point at which 
surviving spouse benefits irrevocably vest.  

 In the meantime, the narrowing of the  Carmona  
holding provides the Ninth Circuit with the flex-
ibility to use a different standard depending on the 
factual circumstances of the case in order to create 
equitable results—and results that are most likely 
favored by advocates for a state’s ability to administer 
its domestic relations law because family courts are 
the best situated to make decisions regarding the divi-
sion of marital property. At the same time, there is 
a difficulty in the  Carmona  case in that it gives little 
guidance to: (1) family courts faced with the decision 
of issuing DROs; and (2) plan administrators asked 
to determine the qualified nature of a DRO and to 
enforce the QDROs. Family courts and plan admin-
istrators are forced to guess as to whether the DRO 
issued is in fact “qualified” (i.e., enforcing an already 
existing interest) under the statute. Regardless of 
which standard is applied, the cases addressing this 
issue certainly suggest that former spouses should 
move quickly to enforce their rights to surviving 
spouse benefits before death, retirement, or an annuity 
starting date occurs.  

 However, plan administrators should move cau-
tiously in deciding whether to honor a DRO after a 



retirement date or an annuity starting date—even if 
the participant has not yet remarried. None of the 
courts used its opinion to analyze the language con-
tained in the plan document governing the benefits 
at issue, instead focusing on the statutory language 
and intent of Congress in enacting REA—most likely 
because plan language that reaches a different vesting 
date for the spouse other than that which is required 
under the statute would, in theory, result in a plan 
document failure (i.e., the plan terms  addressing 

spousal vesting in the plan should not be there). 
Until the Supreme Court resolves this issue, when 
determining the qualified status of a DRO upon 
a participant’s divorce at or near retirement, plan 
administrators must carefully consider the standards 
set by their courts of jurisdiction, the facts sur-
rounding the issuance of the DRO, and the intent of 
the statute to enhance protection to the spouse and 
dependent children of participants in the event of 
divorce or separation. ■ 
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A R T I C L E

  Should We 
Replace the 
Current 
Pension 
System with 
a Universal 
Pension 
System? 
 B y  J o n a t h a n  B a r r y  F o r m a n 

  The United States has a “voluntary” pension system. 
Employers are not required to have pension plans, and 
many do not. The bottom line is that only about half 
of American workers have a pension plan, and most of 
those are at the upper end of the income distribution. 
For example, of the 157 million Americans workers 
in 2006, just 78.6 million (50.0 percent) worked for 
an employer (or union) that sponsored a retirement 
plan, and just 62.3 million (39.7 percent) partici-
pated in that plan. [Craig Copeland,  Employment-Based 
Retirement Plan Participation: Geographic Differences and 
Trends, 2006  (Washington, DC: Employee Benefit 
Research Institute Issue Brief No. 311, 2007)] And 
while 64.7 percent of workers with annual earnings 
of $50,000 or more participated in a plan in 2006, 
only 16.2 percent of workers earning between $10,000 
and $14,999 participated that year. The current pen-
sion system is also costly to administer. It costs the 
U.S. Treasury around $120 billion a year in lost rev-
enue, [Executive Office of the President and Office 
of Management and Budget,  Analytical Perspectives , 
 Budget of the United States Government, Fiscal Year 2009  
(Washington, DC: U.S. Government Printing Office, 
2008), table 19-1.] and hoards of pension lawyers, 
accountants, actuaries, and investment advisors have 
made pension plan complexity into a cottage industry. 
[ See, for example,  Jonathan Barry Forman, The Future 
of 401(k) Plan Fees, in  New York University Review of 
Employee Benefits and Compensation—2007 , 9-1–9-18 
(Alvin D. Lurie ed., 2007)] Worst of all, the cur-
rent system simply cannot be counted on to meet the 
retirement income needs of American workers and 
their families. 

 By almost any measure, the current voluntary pen-
sion system should be viewed as a failure, and I believe 
that we should replace it with a mandatory universal 
pension system. For example, in 1981, the President’s 
Commission on Pension Policy recommended adoption 
of a Minimum Universal Pension System (MUPS). 
[President’s Commission on Pension Policy, Coming 
of Age: Toward a National Retirement Income Policy 
(1981)] Basically, the proposal would have required all 
employers to contribute at least three percent of wages 
to private pensions for their workers. The proposal 
drew little interest at the time. Recently, however, 
there has been renewed interest in mandated pensions. 
[Jonathan B. Forman,  Universal Pensions , 2 Chapman 
L. Rev. 95, 114-116 (1995); World Bank, Averting 
the Old Age Crisis: Policies to Protect the Old and 
Promote Growth 74 (1994); Estelle James & Dimitri 
Vittas,  Mandatory Saving Schemes: Are They the Answer 

  Jonathan Barry Forman  is the Alfred P. Murrah Professor of Law 

at the University of Oklahoma, vice chair of the board of trustees 

of the Oklahoma Public Employees Retirement System (OPERS), 

and the author of  Making America Work  (Washington, DC: Urban 

Institute Press 2006). This article is based on a presentation for 

the Sixth Annual Capital Matters: Managing Labor’s Capital 

Conference at Harvard Law School, Cambridge, Massachusetts, 

April 18, 2008. 



to the Old Age Security Problems? , in Securing Employer-
Based Pensions: An International Perspective 151 
(Zvi Bodie et al. eds. 1996);  see also  Lee A. Sheppard, 
 Toward a Rational Pension Policy , Tax Notes, Oct. 
19, 1987, 235, 237-38; Thomas C. Woodruff, 
 Employer Mandates to Increase Private Pension Portability 
and Participation , in Social Welfare Policy at the 
Crossroads: Rethinking the Roles of Social Insurance, 
Tax Expenditures, Mandates, and Means-Testing 69 
(Robert B. Friedland et al., eds., National Academy of 
Social Insurance 1994)]  

 The simplest design for a mandatory pension sys-
tem would be to piggyback a system of individual 
retirement savings accounts (IRSAs) onto the existing 
Social Security withholding system. For example, we 
might collect another 10 percent of payroll from every 
American worker and place that money into indi-
vidual retirement savings accounts. These individual 
accounts could be held by the government, invested 
in a broadly diversified portfolio of stocks, bonds, and 
government notes, and annuitized on retirement. Like 
current pensions and Individual Retirement Accounts 
(IRAs), these individual accounts should be tax-
favored; that is, contributions should be deductible, 
earnings should accumulate tax-free until retirement, 
and withdrawals should be taxable.  

 Methodology 
 For a recent conference at Harvard Law School 

[The Sixth Annual Capital Matters: Managing Labor’s 
Capital Conference, Harvard Law School, Cambridge, 
MA, April 16-18, 2008], my colleague Adam Carasso 
(then with the New America Foundation and now the 
Chief Economist for the Budget Committee for the 
House of Representatives) and I modeled just such 
a 10-percent-of-earnings Universal Pension System 
(UPS). We assumed that, starting on January 1, 2007, 
every employee or self-employed worker would be 
required to contribute 10 percent of covered payroll 
to an individual account. That is, we assumed that 
the Universal Pension System would apply to the 
same wage base as current Social Security payroll taxes 
($97,500 in 2007). For ease of modeling, we assumed 
that all workers under age 70 who would normally 
participate in Social Security—plus all federal, state, 
local, and non-profit employees—would contribute to 
the Universal Pension System. 

 Following earlier work, we assumed that these indi-
vidual accounts would earn a three percent real rate of 
return (six percent nominal rate of return with a three 
percent inflation rate)—about the same as what the 

Social Security Trustees assumed in their 2007 report. 
We also assumed 1.1 percent annual, real wage growth 
in the long term, consistent with the Social Security 
trustees. Also, all amounts contributed, plus all invest-
ment returns,  must  remain in the account until age 
65 and then  must  be annuitized. There is a one-time 
annuity conversion fee equal to 0.3 percent of accumu-
lated assets. We do not explicitly address here whether 
a Universal Pension System would be federally or indi-
vidually administered, although the choice could have 
a large impact on system costs. 

 We used the Urban Institute’s Steuerle- Bakija-
Carasso (SBC) Social Security lifetime benefit calcu-
lator to illustrate how much typical workers would 
accumulate under the Universal Pension System by 
age 65. The model calculates lifetime tax contribu-
tions and benefits for both the current Social Security 
system (Old Age and Survivors Insurance only, not 
Disability Insurance) and one with a piggybacked 
Universal Pension System for cohorts turning 65 in 
2005, 2025, 2045, and 2065. Accumulated Universal 
Pension System balances are annuitized, and replace-
ment rates are calculated. [For more details about 
our methodology, see Adam Carasso & Jonathan 
Barry Forman, Tax Considerations in a Universal 
Pension System, 118  Tax Notes  837-840 (Report 
in Brief, February 18, 2008); and Adam Carasso 
& Jonathan Barry Forman, Tax   Considerations in 
a Universal Pension System (Urban-Brookings Tax 
Policy Center Discussion Paper No. 28, 2007), 
http:// taxpolicycenter.org/UploadedPDF/11593_
universal_pension_ system.pdf] 

 Results 
 Using the Steuerle-Bakija-Carasso model, we looked 

at the retirement income and replacement rates of 
Social Security and Universal Pension System benefits. 
For example, a single man with average lifetime earn-
ings who turned 65 in 2025 is scheduled to receive a 
Social Security benefit of $17,289 in his first year of 
retirement (in 2007 dollars). A single, average-wage 
man could also expect to receive a Universal Pension 
System individual account benefit of $8,424 that year 
(Table 1), for a total retirement income of $25,713. 
(For the reader’s convenience, the key numbers in 
Tables 1-2 are in boldface.) 

 Note that the definitions of “low,” “average,” 
“high,” and “tax max” come from the Social Security 
Administration. In our model, an average-wage worker 
is someone who is assumed to work every year from 
age 22 through age 64, retiring on her 65th birthday, 
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and to earn the average wage in the economy every 
year ($40,462 in 2007). A low-wage worker earns 45 
percent of the average wage in every year; a high-wage 
worker earns 160 percent of the average wage in every 
year; and a tax max wage worker earns right at the 
Social Security taxable maximum wage ($97,500 in 
2007) in every year. While these are highly idealized 
wage earning patterns, they are useful for demonstrat-
ing the impact of various Social Security and pension 
reforms 

 The rewards of a Universal Pension System would 
be seen over the long term, however. For example, 
consider what happens to a single man with aver-
age earnings who reaches age 65 in 2065, by which 
point a universal pension system would be mature. He 
could expect a Social Security benefit of $25,710 (in 
2007 dollars)—provided that action is taken to restore 
solvency to the Social Security system. And he could 
expect an individual account benefit of $36,775 
(Table 1), for a total retirement income of $62,485. 

 Another way to value retirement benefits is to 
measure the fraction of workers’ final year wages they 
would replace. In 2065, for example, that single man’s 
$25,710 Social Security benefit would replace 33.5 
percent of his final wage, and his $36,775 individual 
account benefit (Table 1) would replace 47.9 percent 
(Table 2), for a total replacement rate of 81.4 percent. 

 Since women have longer life expectancies than men, 
a woman who accumulates the exact same  individual 
account balance as a man will have to stretch that 
balance out across more years of retirement, on aver-
age, and so will see a lower annual Universal Pension 
System benefit and overall replacement rate. For 
example, an average-wage single woman retiring at 
65 in 2065 would see a smaller  annual  individual 
account benefit of just $34,039 per year (Table 1) and 
a smaller replacement rate of just 44.4 percent of final 
wages (Table 2). No doubt, there would be judicial and 
political pressure to equalize annuity benefits for men 
and women. [See Arizona Governing Comm. for Tax 
Deferred Annuity and Deferred Compensation Plans v. 
Norris, 463 U.S. 1073 (1983); Los Angeles Dept. of 
Water and Power v. Manhart, 435 U.S. 702 (1978).] 
This equalization could be accomplished, for example, 
by mandating unisex annuitization or, alternatively, 
by permitting gender differentiation and affirmatively 
subsidizing the annual annuities paid to women; 
 however, this paper does not offer any estimates of 
these possibilities.  

 Conclusion 
 Our current patchwork of public and private 

 pension arrangements has always left the poor with 
the short stick, and the looming insolvency in Social 

Table 1: Individual Account Benefit in First Year of Retirement

Year Cohort
Turns 65

Single Male Single Female

Low Avg High Tax Max Low Avg High Tax Max
2005 - - - - - - - -

2025 3,791  8,424 13,478 20,552 3,457 7,683 12,293 18,746

2045 11,627 25,839 41,342 63,121 10,689 23,754 38,007 58,029

2065 16,549  36,775 58,840 89,994 15,318  34,039 54,462 83,298

In 2007 dollars. Assumes survival to age 65. Individual accounts assumed to earn a 3 percent 
rate of return.

Table 2:  Individual Account Replacement Rates Only (IA As A Percent 
of Final Wage)

Year Cohort
Turns 65

Single Male Single Female

Low Avg High Tax Max Low Avg High Tax Max
2005 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

2025 16.9 16.9 16.9 16.8 15.4 15.4 15.4 15.3

2045 41.7 41.7 41.7 41.7 38.3 38.3 38.3 38.3

2065 47.9  47.9 47.9 47.9 44.4  44.4 44.4 44.4
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Security threatens to extend this insecurity to the 
middle class. When one also factors in the looming 
shortfall in Medicare and the impending substantial 
increases in both health insurance premiums and  
out-of-pocket medical spending, the retirement pic-
ture is gloomy for most American workers. A uni-
versal system of 10-percent-of-earnings individual 
accounts could provide significant, additional retire-
ment resources for most American workers and espe-
cially for those millions of low-income workers who 
currently lack access to an employment-based pen-
sion plan. In the long run, a 10-percent-of-earnings 
Universal Pension System could replace an additional 
47.9 percent of final wages for men retiring at 65 and 
44.4 percent of final wages for all women.  

 To be sure, we would certainly need to make a 
gradual transition from the current pension system to 
a Universal Pension System. At the outset, we should 
require all employers to offer pension plans, 401(k) 
plans, or, at least, payroll-deduction IRAs. Even with 
universal access, however, many workers simply will 
not save for retirement. In the end, we will need 

to establish a mandatory universal pension system. 
We could start by requiring workers to contribute 
another two or three percent of earnings to individual 
accounts. Then, over a decade or so, we could gradu-
ally increase the required contribution level up to ten 
percent of earnings, and, at the same time, we could 
phase out the current voluntary pension system. 

 Of course, we would probably need to provide tar-
geted subsidies to help low-income workers achieve 
anything close to a 10-percent-of-earnings contribu-
tion level. We might, for example, use a refundable 
version of the current saver’s tax credit to provide 
matching contributions to low-income workers. 
Alternatively, we could use refundable rebates or 
earned income tax credits to deliver subsidies to low-
income workers. 

 All in all, a system of universal, add-on individual 
accounts would help us bridge the gap between the 
retirement American workers expect and the retire-
ment that the current system can provide. The time 
has come to replace the current voluntary pension sys-
tem with a mandatory Universal Pension System. ■ 
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A R T I C L E

  Massachusetts 
Legislative 
Update: 

 EXPANDED MENTAL 
HEALTH PARITY, FAIR 

SHARE TESTING, 
AND MINIMUM 

CREDITABLE COVERAGE 

 B y  A m y  D .  H e a l y  

 Employers with Massachusetts employees must 
comply with a number of recent changes under 
Massachusetts law, some of which take effect as early 
as January 1, 2009. The most straightforward change 
is expanded mental health parity legislation that 
requires coverage of four additional “biologically-
based” mental health conditions. Group health plans 
have until July 1, 2009, to add this new coverage. The 
other, more extensive changes involve two pieces of 
the Massachusetts Health Care Reform Act of 2006 
(the “Act”): the “fair share contribution” and the 
“individual mandate” requirements.  

 The fair share contribution requirement of the Act 
operates as a “play or pay” feature. Employers with at 
least 11 employees in Massachusetts must either pro-
vide health coverage deemed sufficient under the Act 
or pay a fair share contribution to the state. Previously, 
employer-provided health coverage was deemed suf-
ficient if an employer could pass one of two coverage 
tests. Beginning January 1, 2009, most employers 
must pass  both  coverage tests in order to avoid making 
a fair share contribution. As of that date, all employers 
must comply with a new, quarterly testing, reporting, 
and payment schedule. 

 The individual mandate of the Act requires 
individuals to have health coverage that satisfies 
certain minimum coverage requirements or pay a 
tax penalty to the state. Final regulations revise 
and clarify the requirements for whether coverage 
qualifies as minimum creditable coverage (“MCC”). 
Many of the new MCC requirements become effec-
tive January 1, 2009, while certain of the require-
ments have a delayed effective date of January 1, 
2010. Significantly, the final regulations include 
a new safe harbor for plans that are determined to 
be actuarially equivalent to plans offered by the 
Massachusetts Commonwealth Health Insurance 
Connector Authority (“Connector”). Although the 
mandate applies only to individuals, employers will 
need to be familiar with the new MCC rules in order 
to address employee concerns and help Massachusetts 
employees avoid tax penalties. 

 The details of these three new requirements are dis-
cussed below. 

 I.   Expanded Mental Health Parity Legislation 
 Massachusetts has expanded its mental health 

parity law to require broader coverage for biologi-
cally-based mental disorders. Effective July 1, 2009, 
insured plans must provide mental health benefits 
on a nondiscriminatory basis for four additional 
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 biologically-based mental disorders. Currently, health 
insurers are required to provide full coverage for nine 
of the most common psychiatric conditions: schizo-
phrenia, schizoaffective disorder, major depressive dis-
order, bipolar disorder, paranoia and other psychotic 
disorders, obsessive-compulsive disorder, panic disor-
der, delirium and dementia, and affective disorders. 
 The following additional conditions must be covered as of 
July 1, 2009: eating disorders, post traumatic stress disor-
der, substance abuse disorders, and autism.  

 II.   Final Fair Share Contribution Regulations 
 The Massachusetts Division of Health Care Finance 

and Policy has adopted final fair share contribution 
(“FSC”) regulations that impose several new require-
ments on employers. Although the Act does not 
mandate employer-provided health care coverage for 
Massachusetts employees, it does require employers to 
offer pre-tax coverage through a cafeteria plan, regard-
less of whether the underlying coverage is provided 
by the employer or some other source, such as the 
Connector. If an employer does not offer a cafeteria 
plan and its employees (or employees’ dependents) 
receive state-funded medical care, the employer may 
be required to pay a Free Rider Surcharge. Employers 
with at least eleven full-time equivalent employees 
who comply with the cafeteria plan requirement must 
also make a “fair and reasonable” contribution to their 
employees’ health insurance or be required to pay a 
fair share contribution to the state. The final regula-
tions require most employers to pass two tests, instead 
of one, in order to avoid paying an FSC. The regula-
tions also move from an annual to a quarterly schedule 
for FSC reporting and payment, and require employers 
to include leased employees in their calculation.  

 A.   Fair Share Testing—Participation and 
Contribution Tests 

 Under the previous regulations, an employer was 
considered a “contributing employer” and therefore 
not required to pay a fair share contribution, if it 
passed either of two separate tests, designated as the 
“primary” and “secondary” tests. The final regulations 
do away with the “primary” and “secondary” desig-
nations, but make only slight modifications to the 
tests themselves.  However, beginning January 1, 2009, 
employers with more than 50 full-time equivalent employees 
must satisfy both tests to avoid paying an FSC contribu-
tion.  Employers with 50 or fewer full-time equivalent 
employees still must pass only one test to avoid paying 
a fair share contribution. 

 Under the participation test (formerly the “primary 
test”), at least 25 percent of the employer’s full-time 
employees must participate in the employer’s health 
plan. For this test, employers must use a snapshot of 
the last day of each quarter. Under the contribution 
test (formerly the “secondary test”), employers must 
pay at least 33 percent of the health coverage costs for 
its full-time Massachusetts employees no more than 
90 days after the date of hire. For this test, employers 
must use the plan in effect and available for the entire 
quarter to full-time employees who have worked at 
least 90 days. 

 An employer who cannot pass one or both tests (as 
applicable) must pay an annual FSC of up to $295 
per employee to the state of Massachusetts. The FSC 
is based on the total number of employees, even those 
who are enrolled in the employer’s health plan, and is 
pro-rated for part-time workers. The final regulations 
do not change the amount of the annual fee, but direct 
that it be calculated and paid quarterly. Late payments 
are subject to an annual 12 percent penalty. 

 The final regulations include a  safe harbor for employ-
ers with a participation rate of at least 75 percent  .  If at 
least 75 percent of full-time equivalent employees are 
enrolled in the employer’s plan, the employer is not 
required to satisfy the contribution test.   

 For purposes of fair share testing, the coverage is 
not required to satisfy the minimum creditable cover-
age requirements discussed below. The coverage need 
only be a group medical plan (including a limited 
benefit or “mini-med” plan).  

 B.   Quarterly Testing, Reporting, and 
Payment Schedule 

 Under the previous guidance, employers were 
required to submit an annual contribution testing 
report on November 15 for the year ending September 
30. The final regulations move to a quarterly, rather 
than annual, schedule for fair share testing and any 
applicable payment.  This     change became effective as of 
October 1, 2008.  So, employers will be required to 
perform the participation and contribution tests quar-
terly, beginning with the calendar quarter October 1 
through December 31, 2008. The deadlines for quar-
terly filing are referenced in the table below. 

 The shift to quarterly testing also affects the calcu-
lation of full-time equivalent employees. Previously, 
full-time equivalency meant at least 2,000 payroll 
hours per year. Now that compliance testing will be 
performed on a quarterly basis, full-time equivalency 
means at least 500 payroll hours per quarter. 
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Reporting 
Period Fair Share Test

Reporting 
Deadline

10/1/07 – 
9/30/08

 Participation  or  
Contribution 

11/15/08

10/1/08 – 
12/31/08

Participation  or  
Contribution

2/15/09

1/1/09 – 
3/31/09

Participation  and  
Contribution*

5/15/09

4/1/09 – 
6/30/09

Participation  and  
Contribution*

8/15/09

7/1/09 – 
9/30/09

Participation  and  
Contribution*

11/15/09

  *  Employers with 50 or fewer employees must meet 
only the participation   or   contribution test. Employers 
with at least 75% participation are not required to 
meet the contribution test. 

 C.   Employees Included in Fair Share Testing 
 Employers must count all full-time employees 

employed at Massachusetts locations for fair share test-
ing, regardless of whether they are Massachusetts resi-
dents. Seasonal and temporary employees are excluded. 
Previously, leasing companies accounted for their 
employees. The final regulations shift this responsibil-
ity to the contracting employer, which must count 
leased employees as any other employees. Employers 
with workers covered by a multi-employer health plan 
may count those employees for purposes of the par-
ticipation test and exclude them for purposes of the 
contribution test. The same rule applies to employees 
covered by a government contract subject to state and 
federal contracting rules. 

 III.   Final Minimum Creditable Coverage 
Regulations  

 Under the Act, Massachusetts residents who are 
18 years of age and older must have health cover-
age that meets the minimum creditable coverage 
(“MCC”) requirements. An individual who does not 
have such coverage may be subject to a tax penalty 
(the maximum penalty in 2008 is $912). Final regula-
tions revise and clarify the MCC requirements. As of 
January 1, 2009, Massachusetts residents must have 
health coverage meeting certain requirements, or they 
will be subject to tax penalties. However, the final 
regulations provide a delayed effective date of January 
1, 2010, in certain circumstances, and an exception 
for plans that, although they do not meet every ele-
ment of the MCC requirements, are determined to 

be actuarially equivalent to plans offered through the 
Connector.  

 Although the individual mandate applies to indi-
viduals and not employers, the company plan is an 
important element of the requirement: employees 
enrolled in a plan that meets the requirements may 
not be subject to the tax penalty. Thus, employers 
with employees in Massachusetts may wish to review 
their health plans to determine whether they comply 
with the MCC requirements and advise employees 
accordingly during open enrollment whether the plan 
is sufficient or whether the employee, absent any addi-
tional coverage obtained individually, will be subject 
to the tax penalty. 

 A.   Annual Benefit Limitations 
 The final regulations provide that a health plan 

cannot impose an annual maximum benefit limita-
tion that applies to all covered services collectively. 
Similarly, a plan cannot impose an annual limit 
(based on dollar amount or utilization) that caps 
“core services” for any single illness or condition. 
However, a plan can impose annual maximum ben-
efit limitations on “non-core services.” The difficulty 
for employers, pending further guidance, will be 
 determining whether a particular service is core or 
non-core.  

 The regulations give a few examples of non-core 
services, which may be subject to annual maximum 
benefit limitations: 

   • Substance abuse treatment (benefit limits are per-
mitted to the extent consistent with federal law);  

  • Physical therapy;  
  • Inpatient rehabilitation services; and  
  • Durable medical equipment.     

 Although the regulations permit maximums on 
non-core services, they also give the Connector author-
ity, as of January 1, 2010, to find that a plan fails 
to meet the MCC standards if the limits are clearly 
inconsistent with standard employer-sponsored cover-
age and do not represent innovative ways to improve 
quality or manage costs. 

 Mental health conditions are not addressed in the 
regulations. However, Connector staff has taken the 
position that services for biologically-based mental 
health conditions are considered core, while services 
for non-biological conditions are non-core. This means 
that a health plan may not impose an annual utiliza-
tion limit on biologically-based mental health services. 
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Moreover, related employee costs, such as deductibles 
and co-insurance, must count toward the out-of-pocket 
maximums (discussed below). 

 Connector staff has confirmed that a health plan 
may impose a maximum lifetime limit on benefits.  

 B.   Core Services and Broad Range of 
Medical Benefits 

 The final regulations clarify that a health plan 
meets the MCC requirements if it provides both (a) 
the required core services;  and  (b) “a broad range of 
medical benefits.” The core services required to be 
provided include physician services, inpatient acute 
care services, day surgery, and diagnostic procedures 
and tests. The final regulations modify the list of ben-
efits that must be included for a plan to provide “a 
broad range of medical benefits.” The list of benefits 
is divided into two categories: coverage that must 
be provided as of January 1, 2009, and coverage that 
must be  provided as of January 1, 2010. 

  Effective January 1, 2009, a plan must offer the follow-
ing coverage in order to satisfy the broad range of medical 
benefits requirement:  

   • Preventive and primary care;  
  • Emergency services;  
  • Hospitalization;  
  • Ambulatory patient services;  
  • Prescription drugs; and   
  • Mental health and substance abuse services.     

  Effective January 1, 2010, a plan must offer the follow-
ing additional coverage in order to satisfy the broad range of 
medical benefits requirement:  

   • Ambulatory patient services must include outpa-
tient, day surgery and related anesthesia;  

  • Diagnostic imaging and screening procedures, 
including x-rays;  

  • Hospitalization must include inpatient acute care 
services which are generally provided by an acute 
care hospital;  

  • Maternity and newborn care;  
  • Medical and surgical care (including preventive 

and primary care);  
  • Mental health and substance abuse services; and  
  • Radiation therapy and chemotherapy.     

 A health plan is allowed to impose reasonable exclu-
sions and limitations, including different benefit levels 
for in-network and out-of-network providers. 

 C.   Employee Cost Sharing 
 A health plan is allowed to impose co-payments, 

deductibles, and co-insurance, subject to the following 
requirements: 

   • The plan must disclose the deductible, co-pay-
ment, and co-insurance amounts applicable to 
in-network and out-of-network covered services.  

  • Any deductible for in-network covered services 
cannot exceed $2,000 for individual and $4,000 
for family coverage (with an exception for high-
deductible health care plans with a health savings 
account).  

  • Any separate deductible for prescription drug cov-
erage cannot exceed $250 for individual and $500 
for family coverage (with an exception for com-
bined medical and prescription drug  deductibles).  

  • A health plan that has deductibles or co- insurance 
for in-network core services must have an out-
of-pocket maximum of no more than $5,000 for 
individual and $10,000 for family coverage. In 
general, co-payments over $100, coinsurance, and 
deductibles must count toward the out-of-pocket 
maximum. However, the final regulations pro-
vide that if a plan does not count the deductible 
toward the out-of-pocket maximum, it still quali-
fies as minimum creditable coverage if the sum of 
the in-network deductible and the out-of-pocket 
 maximum does not exceed $5,000 for individual 
and $10,000 for family coverage. . Amounts paid 
for prescription drugs, whether through deduct-
ibles, co- insurance, or co-payments, do not have to 
be counted toward the out-of-pocket maximum.     

 A plan that does not use a network (such as a tra-
ditional indemnity plan) must satisfy the in-network 
standards. 

 D.   Safe Harbor for Actuarially Equivalent Plans 
 Under earlier MCC regulations, a plan that failed 

to meet even one provision of the MCC requirements 
would fail to qualify as minimum creditable coverage. 
The final regulations give the Connector authority to 
determine that a plan satisfies the MCC requirements 
on the basis of actuarial equivalence, provided that 
the plan: 

   • Covers the required core services and “broad range 
of medical benefits” (as described above);  

  • Imposes benefit limits on non-core services only as 
permitted under the MCC regulations; and  
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  • Has an actuarial value equal to or greater than any 
Bronze-level plan (the least generous plan) offered 
through the Connector as certified by an actuary.     

 The Connector is expected to issue further guidance 
regarding this safe harbor. 

 E.   High-Deductible Health Plans with a Health 
Savings Account Option 

 The final regulations provide a delayed effective 
date for a high deductible health plan (“HDHP”) 
that is offered in combination with a health sav-
ings account (“HSA”). HSA-compatible HDHPs are 
deemed to meet the MCC requirements for 2009. 
As of January 1, 2010, an HDHP/HSA combination 
will be deemed to meet the MCC requirements as 
long as: 

   • The plan complies with federal HSA requirements;  
  • The carrier or plan sponsor facilitates access to an 

HSA administrator (i.e., a financial institution) to 
enable a policyholder to establish and fund an HSA in 
combination with a federally compliant HDHP; and  

  • The plan provides core services and a broad range 
of medical benefits, satisfies the maximum benefit 
limitation to the extent not inconsistent with fed-
eral requirements, and complies with the rules for 
preventive care coverage that are described below.     

 Although the carrier or plan sponsor must pro-
vide access to an HSA administrator, no employer or 
employee HSA funding is required.  

 F.   Delayed Effective Date for Collectively 
Bargained Plans 

 The final regulations include a delayed effective 
date for collectively bargained plans. A plan main-
tained pursuant to a collective bargaining agree-
ment (“CBA”) in effect on January 1, 2009, may 
be deemed, in the Connector’s discretion, to meet 
the MCC requirements for up to one year after the 
expiration of the agreement in effect on that date. 
For example, if a plan is maintained pursuant to 
a CBA in effect on January 1, 2009, that expires 
on November 30, 2010, the plan could have until 
November 30, 2011, to comply with the MCC rules. 
The final regulations also give multi-employer health 
benefit plans until one year following the date of 
the last renewing CBA that is part of the multi-
employer plan . The impact of these delayed effective 
dates on individual employees is not addressed by the 

 guidance. For example, it appears that union mem-
bers of non-compliant plans may be subject to the tax 
penalty if the plan is not deemed by the Connector to 
be compliant. The Connector is likely to issue addi-
tional guidance regarding the application of the MCC 
requirements to bargained plans and the process by 
which a bargained plan may be deemed compliant by 
the Connector. 

 G.   Preventive Care 
 A health plan with a deductible for in-network 

services must cover a minimum number of preven-
tive care visits on an annual basis before imposing a 
deductible. The final regulations take into account 
that some plans base their policies on nationally rec-
ognized guidelines and not on a specific number of 
visits for all members. For example, the recommended 
frequency of preventive care for a child under a year of 
age is very different than for an adult. Accordingly, a 
plan will satisfy the MCC requirements if it provides 
coverage for preventive care as follows: 

   • Three visits for individual and six visits for family 
coverage; or  

  • Preventive care that meets nationally recognized 
preventive care guidelines that are comparable 
to the Massachusetts Health Quality Partners’ 
Preventive Care recommendations and guidelines, 
including recommendations and guidelines for 
adult, pediatric, and prenatal preventive care.     

 Co-payments or co-insurance may be required for 
preventive care visits (including those covered before 
the deductible applies), as long as they are no greater 
than those applied to primary care or routine office 
visits. 

 H.   Prescription Drug Coverage 
 Consistent with the initial regulations, the proposed 

regulations require a health plan to cover prescription 
drugs in one of the following ways: 

   • As a covered medical benefit, subject to a deduct-
ible that does not exceed $250 for individual and 
$500 for family coverage; or  

  • Under an alternative plan design (as approved by 
the Connector) that covers preventive prescription 
drugs without any deductible, and other prescrip-
tion drugs with a deductible, co-payment or 
co-insurance, for a projected average increase of 
no more than five percent of the premiums.   



 I.   Plan Aggregation 
 The final regulations provide that “the aggregate of 

multiple health benefit plans” may be used to satisfy 
the MCC requirements. So, a health plan that does not 
meet the standards for minimum creditable coverage 
may be combined with additional plans so that, in 
the aggregate, the combined health plans satisfy the 
requirements. Here are some examples of permissible 
aggregations: 

   • A plan that excludes prescription drug coverage 
may be combined with a separate prescription drug 
only plan.  

  • A plan that excludes coverage for mental health 
services may be combined with a separate mental 
health carve-out plan.  

  • A plan where either the deductible and/or the 
out-of-pocket maximum exceeds the allowable 
maximums may be combined with a health reim-
bursement arrangement (“HRA”) so that, together, 
the “net” deductible amount (i.e., the annual 
deductible less the annual HRA funding) and 
out-of-pocket maximum complies with the MCC 
requirements.    

 J.   Disclosing Status as Minimum Creditable 
Coverage 

 Insurers are required by the Massachusetts Division 
of Insurance to disclose in their marketing materi-
als whether a policy meets the MCC requirements. 
Although employers that sponsor self-funded plans 

are not required to do so, they may want to provide 
this information to employees as part of the open 
enrollment process, especially where one or more of 
the health plan options does not satisfy the MCC 
 requirements. 

 K.   Employer Options for Non-Compliant Plans 
 There are several options for employers who want 

to help their employees avoid a tax penalty for having 
health coverage that does not meet the MCC require-
ments. Each of these options may create increased 
administrative costs for the employer and potential 
nondiscrimination testing issues. Accordingly, employ-
ers should review their plans and evaluate any legal 
and financial ramifications before altering existing 
benefit plans or adding new coverage options. The 
new safe harbor for actuarially equivalent plans should 
provide additional flexibility to some plans, particu-
larly those sponsored by out-of-state employers. Some 
options available to employers include: 

   • Modifying at least one benefit plan offered to 
Massachusetts residents so that it satisfies all of the 
MCC requirements.   

  • Adding a new benefit plan that satisfies the MCC 
requirements and is available to all employees, 
such as an insured HMO. This approach may result 
in less choice and flexibility for Massachusetts 
employees.  

  • Assisting employees to enroll in a plan offered 
through the Connector. ■   
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C O L U M N

    Nonqualified Plans 

 Squeezing the Vise 
 The Impact of Code Section 409A on Nonqualified Deferred Compensation Arrangements 

Linked to Qualified Retirement Plans  

 B y  M a r t i n  T i e r n e y 

  Section 409A of the Internal Revenue Code of 
1986, as amended, causes numerous problems 
for many existing nonqualified deferred 

compensation arrangements. [Unless otherwise 
specified, all “section” references are to the Internal 
Revenue Code of 1986 (the “Code”) and all 
“Treas. Reg. section” references are to the Treasury 
Regulations promulgated thereunder, both as amended 
through the date of this article.] One of the most 
problematic areas is the impact of section 409A on 
nonqualified deferred compensation arrangements that 
are linked, or related, to plans that are tax qualified 
under section 401(a) (e.g., 401(k) plans, traditional 
pension plans, money purchase pension plans, cash 
balance plans, and profit-sharing plans). Because the 
limitations of section 401(a) (and numerous related 
sections) are designed to restrict the amount that 
can be deferred for highly compensated employees 
under such tax qualified arrangements, many 
nonqualified arrangements are designed to mimic 
the qualified arrangements, but without application 
of the limitations on highly compensated employees. 
Unfortunately, many common methods of linking 
nonqualified plans to qualified plans are affected by 
the rules under section 409A.  

 Section 409A imposes three primary restrictions 
on nonqualified deferred compensation arrangements 
(“NQDCAs”). First, it limits the events upon which 
payment can be made. Second, it imposes timing 
restrictions for initial and subsequent deferral elec-
tions. Third, it prohibits the acceleration of the pay-
ment date from NQDCAs. For many NQDCAs, these 
requirements are not a serious problem. However, for 
NQDCAs that interact with plans that are tax quali-
fied under section 401(a), the section 409A rules can 
be extremely difficult to apply. Similar issues can arise 
when nonqualified plans are linked to one another.  

 Failure to meet the requirements of section 409A 
results in the imposition of immediate taxation when 

the deferred amount is vested, a 20 percent additional 
tax, and interest determined at the underpayment rate 
plus one percent. Accordingly, the price of failure is 
high. Recognizing this issue, the Treasury issued regu-
lations providing some relief for linked arrangements, 
although the relief is limited and complicated. The 
remainder of this article focuses on the relevant section 
409A restrictions and the relief provisions. 

 The Vise 
 In simple terms, if a NQDCA is linked to a quali-

fied plan, section 409A is applicable regardless of 
whether the action under the qualified plan results in 
an increase (in violation of the deferral election rule) or 
a decrease (in violation of the anti-acceleration rule) in 
the amounts deferred under the NQDCA. The simple 
solution, of course, is to de-link the arrangements. 
However, where that is untenable or impractical, the 
regulations provide limited relief for both the deferral 
election rule and the anti-acceleration rule. 

 The Deferral Election Rules of Section 409A 
 As mentioned above, deferral elections are subject 

to strict section 409A restrictions. In general, section 
409A(a)(4)(B)(i) requires that any election to defer 
compensation for services performed during a taxable 
year must be made prior to the close of the preced-
ing taxable year. The deferral election rules require 
that the time and form of payment be established at 
the time the deferral election is made (or, more accu-
rately, within the same parameters). Most importantly, 
under the regulations, the deferral election timing 
rules apply to any deferred compensation, whether the 
deferral is elective or not. Accordingly, once the time 
and form of payment have been established, usually 
when the deferral promise or the election to defer is 
made, the time and form of payment cannot change, 
with one major exception. The exception is known as 
the “subsequent deferral election rule” which allows a 
participant to change the time and form of payment of 
deferred compensation if the election is made at least 



twelve months before the payment would otherwise 
have been made and the payment is delayed by at least 
five years from the date the payment would otherwise 
have been made. [Treas. Reg. § 1.409A-2(b)]  

 Although useful in some circumstances, this rule 
only mitigates the problem for linked arrangements. 
Absent the specific exception for such linked arrange-
ments (described further, below), the deferral election 
rule would cause many common NQDCAs to violate 
section 409A.  

 Anti-Acceleration Rule 
 In addition to the deferral election rules, linked 

arrangements also conflict with the anti- acceleration 
provisions of section 409A. The restriction on accel-
eration of payments under section 409A(a)(3) is a 
difficult hurdle for linked NQDCAs. The basic rule 
under section 409A requires that the payment date 
may not be accelerated. This is an issue for those 
NQDCAs under which the payment date or form is 
linked to the payment date or form under a qualified 
plan, especially where a change in the elections under 
the qualified plan affect the amounts deferred under 
the NQDCA.  

 The Relief 
 The relief provided under the section 409A regula-

tions is limited in scope and application. The scope 
is limited to certain situations where changes to the 
qualified plan that could affect the amount deferred 
under the NQDCA, and the relief is subject to addi-
tional limitations (for example, in many cases, the 
affect on the amount deferred under the NQDCA plan 
cannot exceed a specified limit). Finally, the relief 
provisions apply only to NQDCAs where the amount 
deferred under the NQDCA is the amount deferred 
under a qualified plan, but without the application of 
certain limits (an “excess” plan), or where the amount 
deferred under the NQDCA is offset by the amount 
deferred under the qualified plan. In some circum-
stances the relief is clearly defined, but in other cir-
cumstances, it is not clear whether the relief can apply. 

 Scope and Application of the Relief for 
Linked Plans 

 Plan Operation Relief 
 An increase or decrease in the amount deferred 

under a NQDCA will not be considered a deferral 
election or an acceleration of the payment in violation 
of section 409A if: 

   1. the increase results directly from the operation 
of the qualified employer plan (other than most 
employee initiated changes), including changes in 
benefit limitations applicable under the Internal 
Revenue Code,  

  2. the operation of the qualified plan does not result 
in a change in the time or form of a payment 
under the NQDCA, and   

  3. the change in the amounts deferred under the 
NQDCA does not exceed the change in the 
amounts deferred under the qualified employer 
plan.   

 [Treas. Reg. §§ 1.409A-2(a)(9) and 1.409A-3(j)(5)]   

 The regulations do not define “operation” of the 
qualified plan, however, the technical corrections 
to the final regulations broadened the language to 
state “…directly from the operation of the qualified 
employer plan or broad-based foreign retirement plan 
(other than service provider actions describe in para-
graphs (a)(9)(iii) and (iv) of this section) including 
changes in benefit limitations applicable to qualified 
plans under the Internal Revenue Code….” (Prior to 
the technical correction, the language indicated that 
the “plan operation” relief only applied to increases or 
decreases resulting “…directly from changes in benefit 
limitations applicable to qualified plans ….”) Absent 
this language, the only plan operations covered would 
have been automatic changes in benefit limitations 
such as indexed benefit limitations. However, the final 
regulations now include all plan operations except the 
employee-initiated operations for which there are more 
specific exceptions.  

 Plan Amendment Relief  
 An increase or decrease in the amount deferred 

under an NQDCA will not be considered a deferral 
election or an acceleration of the payment if it is the 
result of a plan amendment to increase benefits under 
the qualified plan, or to add or remove a subsidized 
or ancillary benefit. In addition, the change in the 
amount deferred under the NQDCA cannot exceed 
the change in the amount deferred under the qualified 
plan. [Treas. Reg. § 1.409A-2(a)(9)(ii)] For amend-
ments to defined contribution plans, this rule makes 
sense. A benefit increase in a defined contribution 
plan could result in a corresponding decrease in an 
offset defined contribution NQDCA, and as long as 
the magnitude of change in the NQDCA deferral does 
not exceed the change in the qualified plan, there is no 
violation of section 409A.  
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 Although not defined in the section 409A regula-
tions, the definition of ancillary or subsidized benefits 
in the section 411(d)(6) regulations are appropriate for 
this purpose. Furthermore, this relief only addresses 
increases in benefits because section 411(d)(6) pro-
hibits any decrease in benefits. By addressing only 
benefit increases, this relief does not provide guid-
ance concerning a cessation of future accruals under 
the qualified plan (i.e., a plan “freeze”). For example, 
in a NQDCA that provides benefits which are off-
set against the benefits under a defined benefit plan, 
does a freeze of accruals under the defined benefit 
plan create a section 409A failure? The likely answer 
is that there is no section 409A failure because the 
freeze would only impact the deferral election require-
ments related to time and form of payment, and most 
NQDCAs have a default time and form of payment in 
place. The more difficult issue concerns a correspond-
ing freeze of the NQDCA (which brings into play 
legally binding right and substitution issues under the 
section 409A regulations).  

 Subsidized and Ancillary Benefit Relief  
 An employee’s election (or failure to elect) to receive 

subsidized benefits or ancillary benefits under a quali-
fied plan will not be considered an election to defer or 
an acceleration of payments, but only if the change in 
the amount deferred under the NQDCA is no greater 
than the change in the amount deferred under the 
qualified plan. [Treas. Reg. § 1.409A-2(a)(9)(i)] The 
application of this relief provision is demonstrated the 
final regulations: 

    Example 14  Application of deferral election rules 

and anti-acceleration rules to a nonqualified 

deferred compensation plan linked to a qualified 

plan.  Employee M participates in a qualified retirement 

plan that is a defined benefit plan that offers a subsidized 

early retirement benefit to employees who have attained 

age 55 and completed 30 years of service. Employee M, 

who has attained age 55 and completed 30 years of ser-

vice, also participates in a nonqualified deferred compen-

sation plan, under which the benefit payable is calculated 

under a formula, with that benefit then reduced by any 

benefit that Employee M has accrued under the qualified 

retirement plan. In 2008, Employee M fails to elect the 

subsidized early retirement benefit under the qualified 

retirement plan, with the effect that the amounts pay-

able under the nonqualified deferred compensation plan 

are increased by an amount equal to the reduction in 

the benefit payable under the qualified plan. In 2009, 

Employer NN amends the qualified retirement plan to 

increase benefits under the plan, resulting in a decrease 

in the amounts payable under the nonqualified deferred 

compensation plan equal to the increase in the benefit 

payable under the qualified plan. Neither of these actions 

constitutes a deferral election or an acceleration of a pay-

ment under the nonqualified deferred compensation plan. 

[Treas. Reg. § 1.409A-2(b)(9)]    

 In this scenario, because the benefits directly offset, 
the relief provided in the regulations applies. For an 
excess benefit NQDCA, it is difficult to imagine a 
scenario in which the employee’s election (or failure 
to elect) to receive subsidized benefits or an ancil-
lary benefits under a qualified plan would result in a 
further deferral or acceleration under the NQDCA. In 
general, the loss of such a benefit under the qualified 
plan would be mirrored (not made up for) under the 
NQDCA.  

 Relief for Changes in Qualified Plan Elective 
Deferrals  

 Under the final regulations, an employee’s action (or 
inaction) under a qualified plan with respect to elec-
tive deferrals will not be considered an acceleration 
or deferral in violation of section 409A as long as the 
action (or inaction) does not result in an increase or 
decrease of the amount deferred under all NQDCAs 
in excess of the section 402(g) limit, including catch-
up contributions ($16,500 in 2009, plus $5,500 for 
catch up eligible participants). [Treas. Reg. § 1.409A-
1(a)(9)(iii)] As a result, most NQDCAs that provide 
an offset against 401(k) plan deferrals will not violate 
section 409A if an employee changes his or her defer-
ral election percentage (resulting in a change in the 
value of the offset) because the maximum change is 
within the required parameters. For plans that provide 
benefits in excess of the specified limitations, however, 
there is no guarantee that the impact on the NQDCA 
of an employee’s qualified plan deferral election will 
not exceed the section 402(g) limit.  

 Relief for Changes in Qualified Plan Elective 
Deferrals (for Matching or Contingent Amounts) 

 The final relief provision in the final regulations 
concerns nonqualified plans where the amount cred-
ited under the NQDCA is contingent upon, or a 
matching contribution of, the elective deferrals (or 
after-tax deferrals) under the qualified plan. As long 
as the increase or decrease under all NQDCAs does 
not exceed 100 percent of the matching or contingent 



amounts that would be provided under the quali-
fied plan absent the limitations of the Code, there is 
no section 409A violation. [Treas. Reg. § 1.409A-
1(a)(9)(iv)] This relief is very limited in its scope 
because to use this provision, the NQDCA must be 
designed such that the maximum amount credited 
under the NQDCA never exceeds the maximum 
amount that could be applied as matching (or contin-
gent) contributions under the qualified plan absent 
the limits of the Code. For example, if the definition 
of compensation under the NQDCA includes an ele-
ment of compensation that is not included under the 
qualified plan, the NQDCA would allow for a greater 
matching contribution than could occur under the 
qualified plan (absent Code limits). It that case, 
the NQDCA would fail to meet the requirements of 
the relief.  

 Plans to Which the Relief Applies 
 Further complexity exists in the provisions concern-

ing the limitation on the types of NQDCAs that can 
take advantage of the relief described in the final regu-
lations. Generally, the relief provisions only apply to 
plans where:  

   • the amount deferred under the NQDCA is deter-
mined under the formula for determining benefits 
under the employer’s qualified plan (or broad-based 
foreign retirement plan as described in the regula-
tions) but applied without regard to one or more 
limitations applicable to the qualified plan under 
the Code, OR  

  • the amount deferred under the NQDCA is deter-
mined as an amount offset by some or all of the 
benefits provided under the qualified plan (or 
broad-based foreign retirement plan). [Treas. Reg. 
§ 1.409A-1(a)(9) (beginning of the first sentence)]      

 The first category of plans includes those plans that 
apply a qualified plan’s benefit formula, but ignore the 
certain limitations of the Code. For example, a defined 
benefit plan that provides a lifetime annuity based on 
a percentage of final average compensation is limited 
by section 401(a)(17) so that in determining the ben-
efit amount, it cannot take more than $245,000 (in 
2009) into account. A NQDCA, on the other hand, 
could apply the benefit formula under the qualified 
plan, but without regard to the section 401(a)(17) 
limit. Most of these arrangements also fall within the 
second category of plans because they also offset the 
benefit against the benefit received under the  qualified 

plan. The second category of plans is considerably 
broader, and appears to cover any NQDCA where the 
benefit is offset by the benefit under the qualified 
plan.  

 Missing from coverage under the relief qualification 
rules are NQDCAs that run parallel to qualified plans. 
For example, an NQDCA that matches the amount of 
profit sharing contributions contributed to a qualified 
plan does not enjoy the above-described relief. Such 
an arrangement does not fall into the category of an 
arrangement designed to use the plan’s formula with-
out regard to one of the limitations imposed by the 
Code (i.e., the Code limits overall deferrals, but it does 
not limit deferral percentages). Similarly, it does not 
provide a benefit offset by an amount deferred under 
a qualified plan. It is possible for an arrangement to 
meet these requirements, however, the arrangement 
would need to operate on a phantom or “as if” basis. 
For example, an NQDCA could be designed such 
that any profit sharing contribution under the quali-
fied plan would automatically be matched under the 
NQDCA.  

 Another reason that this type of arrangement is not 
common is because of the contingent benefit rule under 
section 401(k)(4)(A). Generally, the contingent benefit 
rule provides that, “[a] cash or deferred arrangement 
of any employer shall not be treated as a qualified cash 
or deferred arrangement if any other benefit is condi-
tioned (directly or indirectly) on the employee electing 
to have the employer make or not make contributions 
under the arrangement in lieu of receiving cash.” In 
other words, a section 401(k) plan will fail the Code 
qualification requirements if any other benefit is con-
tingent upon the employee’s election to defer (or not 
to defer). Relief from this provision is available for two 
types of arrangement, as follows: 

  Any benefit under an excess benefit plan described in sec-

tion 3(36) of the Employee Retirement Income Security 

Act of 1974 (88 Stat. 829), Public Law 93-406, that is 

dependent on the employee’s electing to make or not to 

make elective contributions is not treated as contingent. 

Deferred compensation under a nonqualified plan of 

deferred compensation that is dependent on an employee’s 

having made the maximum elective deferrals under sec-

tion 402(g) or the maximum elective contributions per-

mitted under the terms of the plan also is not treated as 

contingent. [Treas. Reg. § 1.401(k)-1(e)(6)(iii)]     

 This provision provides relief only for arrangements 
designed to provide benefits under “a plan maintained 
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by an employer solely for the purpose of providing 
benefits for certain employees in excess of the limita-
tions on contributions and benefits imposed by section 
415 of title 26 on plans to which that section applies 
without regard to whether the plan is funded.” Very 
few excess section 401(k) plans are designed to pro-
vide benefits only in excess of the section 415 limits 
because of the section 402(g) limit. It is important to 
note, however, that the section 409A provision does 
not refer to the ERISA definition of excess benefit 
plan. This provision also provides relief for a relatively 
common arrangement, known as a section 401(k) wrap 
plan (sometimes referred to as a pour-over plan).  

 Generally, under the section 401(k) rules, deferred 
compensation under an NQDCA that is dependent 
on an employee’s having made the maximum elective 
deferrals under section 402(g) is not treated as con-
tingent, and will not cause the section 401(k) plan to 
fail the Code’s qualification requirements. Given these 
existing restrictions, certain comments in the pre-
amble to the final regulations are difficult to interpret. 
The preamble states, as follows: 

  Specifically, commentators asked whether a plan could 

comply with section 409A if it provided that an employee 

must defer the maximum amount permissible under a 

qualified plan in order to defer any amount under a non-

qualified deferred compensation plan. Where the service 

provider can change the service provider’s election to defer 

the maximum amount permissible under the qualified 

plan during the taxable year, and thereby change or dis-

continue deferrals under a nonqualified deferred compen-

sation plan, the service provider can effectively make a late 

election to defer (or not defer) amounts under the non-

qualified plan. The final regulations generally do not pro-

vide any  additional relief  with respect to this type of plan. 

However, where the additional amounts deferred under 

the nonqualified deferred compensation plan reflect only 

matching contributions that would be available under the 

qualified plan absent the restrictions in the qualified plan 

intended to reflect limits on qualified plan contributions 

under sections 401(m) and 401(a)(17), the final regula-

tions provide relief but solely with respect to the match-

ing amount that could have been contributed to the quali-

fied plan absent such limits. [72 Fed. Reg. 19234, 19270, 

April 17, 2007 (emphasis added)]     

 This portion of the preamble indicates that there 
is no “additional relief” where the employee’s elec-
tion to defer the maximum amount allowed under the 
qualified plan results in a change or discontinuance of 

NQDCA deferrals. The phrase “additional relief” sug-
gests that the existing relief discussed in this article 
would be available to such an arrangement (i.e., if 
the election change causes an increase or decrease 
in NQDCA deferrals of less than the section 402(g) 
limit, there will not be a section 409A violation). 
However. if the election to not defer the maximum 
under the section 401(k) plan results in no deferrals 
under the NQDCA, then the relief would only apply 
to the extent that the impact is less than the sec-
tion 402(g) limit. Accordingly, it appears from the 
preamble language that the section 409A regulations 
are not designed to shut down section 401(k) wrap 
arrangements. However, it is also important to note 
that the wrap plan example that was included in the 
proposed section 409A regulations was not included 
in the final regulation.The wrap plan example, which 
was included in Proposed Treas. Reg. section 1.409A-
2(b)(6), proposed in the  Federal Register  on October 4, 
2005, and was based on very similar relief provisions, 
reads as follows:  

  Example 12. Application of deferral election rules and 

anti-acceleration rules to a section 401(k) wrap plan. 

Employee A participates in a qualified retirement plan 

under section 401(a) with a qualified cash or deferred 

arrangement under section 401(k). Employee A also 

participates in a nonqualified deferred compensation 

arrangement. Under the terms of the nonqualified deferred 

compensation arrangement, Employee A elects, on or 

before December 31, to defer a specified percentage of his 

salary for the subsequent calendar year. Under the terms of 

the nonqualified deferred compensation arrangement and 

the qualified plan, as of the earliest date administratively 

practicable following the end of the year in which the sal-

ary is earned, the maximum amount that may be deferred 

under the qualified cash or deferred arrangement (not in 

excess of the amount specified under section 402(g) for the 

plan year) is credited to Employee A’s account under the 

qualified plan, and Employee A’s deferral under the non-

qualified deferred compensation arrangement is reduced 

by a corresponding amount. The reduction has no effect 

on any other nonqualified deferred compensation arrange-

ment in which Employee A participates. The reduction 

of Employee A’s account under the nonqualified deferred 

compensation arrangement is not treated as an accelerated 

payment of deferred compensation for purposes of section 

409A. [70 Fed. Reg. 57930, Oct. 4, 2005]     

 Accordingly, although this practitioner believes 
such arrangements work under the final section 409A 



regulations, such a conclusion would be much more 
comfortable if this example had remained.  

 The last sentence of this portion of the preamble 
indicates that if the additional NQDCA deferrals are 
only with respect to amounts that could have been 
deferred under the qualified plan absent the limits of 
sections 401(a)(17) and 401(m), then the final section 
409A regulations provide relief with respect to such 
deferrals. This implies that the relief with respect to 
matching contributions is necessary for this provision 
to work, and that the matching contribution relief 
only applies to the matching contributions that would 
have been made absent the limitations of sections 
401(m) and 401(a)(17).  

 The first implication, that the matching relief 
provision would be necessary, makes sense because it 
is the only relief provision that applies to NQDCA 
deferral amounts that are  contingent  upon qualified plan 
deferrals. By contrast, the elective deferral rule only 
applies if the election causes an increase or decrease. 
In the scenario described in the preamble, there is no 
change in deferral elections that cause such an increase 
or decrease. In short, the triggering of deferrals is not 
one of the relief provision triggers. 

 The second implication is that the maximum 
amount is the amount of contribution that would 
have been made under the plan had the plan oper-
ated absent only the sections 401(m) and 401(a)(17) 
limits—without reference to the section 402(g) limit. 
This comes as a surprise. Absent the section 402(g) 
limit, there could be a much greater deferral under 
most section 401(k) plans, and therefore, a much 
greater matching contribution. Assume, for example, 
a matching contribution of 100 percent of elective 
deferrals made to the plan. The regulation limits the 
relief provision to “…100 percent of the matching or 
contingent amounts that would be provided under the 
qualified employer plan absent any plan-based restric-
tions that reflect limits on qualified plan contributions 
under the Internal Revenue Code.” Although there is 
no description of “plan-based restriction that reflects 
limits on qualified plan contributions” under the 
Code in the preamble, it could be assumed that this 
applies to all restrictions described in the plan that are 
required under the Code, including the section 402(g) 
limitation. The effect of the 402(g) limitation is to 
limit the maximum deferral. Absent that limitation, 
an employee making $200,000 with a deferral election 
of 10 percent would defer $20,000 instead of $15,500, 
and, to further the example, would be entitled to 
a matching contribution of $20,000. However, the 

preamble appears to imply that the section 402(g) 
limit still applies. Thus, this portion of the preamble 
language is arguably inconsistent with the language 
of the regulation. However, it is the first implication 
that causes the primary problem—in order to enjoy 
the relief provisions at all, the plan must either be an 
offset arrangement or an excess benefit arrangement. 

 Multiple NQDCAs Problems 
 All of the relief provisions in the section 409A regu-

lations are concerned with the affect on the time or 
form of payment under all NQDCAs where an action 
or failure to act results in a change under the qualified 
plan. Obviously, where there are multiple NQDCAs 
that are affected by the same change in a qualified plan, 
the numerical relief provisions (tied to the amount of 
the change under the qualified plan, the section 402(g) 
limit, or the matching amount under the qualified 
plan) could be easily violated. It is not common, how-
ever, to maintain multiple such arrangements.  

 Substitution and NQDCA Offsets 
 This vise is closed even more tightly by the substi-

tution rule. The substitution rule generally provides 
that a payment in substitution for a deferred compen-
sation payment is treated as a payment of the deferred 
compensation. [Treas. Reg. § 1.409A-3(f)] Effectively 
this rule prevents “forfeiting” existing deferred com-
pensation to get “new” deferred compensation with 
different payment timing. Additionally under this 
rule, if one NQDCA offsets its benefit against the ben-
efit payable under another NQDCA, a section 409A 
violation will likely occur if the two NQDCAs have 
different times or forms of benefit payment because 
any shift of value from one NQDCA to the other 
results in a different form or time of payment (which 
is an acceleration or further deferral in violation of the 
section 409A rules). Generally, this is not an issue for 
linked plans, but it is important to note as some offset 
arrangements offset the benefit against both a quali-
fied plan and another NQDCA. 

 Linked Payment Timing 
 Section 409A specifically limits the time of pay-

ment from a NQDCA to the following events: separa-
tion from service, disability, death, a specified time 
(or pursuant to a fixed schedule), a change in the 
ownership or effective control of a corporation, or in 
the ownership of a substantial portion of the assets 
of a corporation (“Change in Control”), and upon 
an unforeseeable emergency. Although these events 
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 commonly occur at the same time as payments are 
often made under a qualified plan, there are numerous 
situations in which the payment timing does not coin-
cide. Further, any payments from a NQDCA subject 
to section 409A to certain key employees of a publicly 
traded company upon a separation from service must 
be delayed by six months. Thus, there are many situa-
tions in which a NQDCA that links its payment event 
to the date payments begin under a qualified plan will 
likely violate section 409A. 

 More importantly, payment form and timing can 
be elected under most qualified retirement plans at 
the time of distribution from the retirement plan—an 
option that is simply not available for NQDCAs sub-
ject to section 409A. Section 409A generally requires 
that the form of distribution (e.g., lump sum versus 
annuity payments) be chosen at the time of deferral. 
Accordingly, NQDCAs that by their terms make pay-
ments in the same form as a particular qualified plan 
will fail to meet the requirements of section 409A. 
Although there is transition relief for many of these 
situations, the transition relief ends on December 31, 
2008. (Generally under Notice 2007-86, the time and 
form of payment from a NQDCA may continue to be 
linked to an election under qualified plan during the 
transition period.) Thus, all NQDCA that are subject 
to section 409A with linked payment timing will 
need to be amended to provide for section 409A com-
pliant distribution provisions by the end of 2008. 

 What to Look Out For 
 In reviewing linked arrangements, to ensure 

that the arrangements are compliant with section 
409A, the following list of common issues should be 
reviewed. Possible solutions to these issues are also 
provided. 

  1.  NQDCAs that fall outside of the “offset” and 
“excess” plans to which the relief provisions apply 
(e.g., an NQDCA that matches contributions to 
the section 401(k) plan). Probable Solution: 
De-link the arrangement.  

  2. NQDCAs where the offset occurs based on a ratio 
greater than 1.0, as opposed to a dollar for dollar 
offset. Probable Solution: De-link the arrangement 
completely, creating separate election regimes.  

  3. NQDCAs that run parallel to qualified plans, as 
opposed to providing benefits specifically in excess 

of Code limits, or benefits that are offset by the 
qualified plan benefits. Probable Solution: 
De-link the arrangement completely, creating sepa-
rate  election regimes.  

  4. Any NQDCA provision that is explicitly con-
tingent upon action under the qualified plan (or 
under any other arrangement). Probable Solution: 
Limit maximum NQDCA impact as described in 
the final regulations or de-link the arrangements.  

  5. NQDCA eligibility provisions that are triggered 
by an event (for example, a common eligibil-
ity provision is reaching the maximum deferral 
amount under a qualified plan, but any other eligi-
bility trigger will raise similar problems). Solution: 
De-link eligibility from qualified plan eligibility 
or create an eligibility provision requiring affirma-
tive corporate action.   

  6. Multiple NQDCAs (in such a case, the numerical 
limit may be insufficient). Solution: Understand 
all of the possible links between all arrangements, 
including separation pay, deferred compensation, 
and qualified plans.   

 Conclusion 
 Linked arrangements of any kind require close scru-

tiny to ensure that the arrangements are compliant 
with section 409A. As the “What to Look Out For” 
list indicates, there is no  simple  exception or exclu-
sion that can be relied upon to provide comfort for 
all arrangements. In some situations, it may be pos-
sible to solve any section 409A compliance issues by 
amending the arrangement to fall within the relief 
provisions provided by the section 409A regulations. 
However, the simple solution to most issues raised by 
linked arrangements is to de-link the arrangements.  

  This publication contains general information only and 
Deloitte Tax LLP is not, by means of this publication, ren-
dering accounting, business, financial, investment, legal, tax, 
or other professional advice or services. This publication is 
not a substitute for such professional advice or services, nor 
should it be used as a basis for any decision or action that 
may affect your business. Before making any decision or tak-
ing any action that may affect your business, you should con-
sult a qualified professional advisor. Deloitte Tax LLP, its 
affiliates and related entities shall not be responsible for any 
loss sustained by any person who relies on this publication. 
Copyright © 2008 Deloitte Development LLC. All rights 
reserved. ■  
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C O L U M N

  Plan Administration 

 The Thrill Ride of a Lifetime 
 (Keep your hands inside the vehicle at all times!) 

 B y  J .  R e e d  C l i n e 

  We are now in what has to be the ride 
of lifetime. I can’t remember a year 
since ERISA became law in which so 

many things are happening at once: compliance 
season, the EGTRRA restatement year, PPA ‘06 and 
HEART amendments. In addition, new participant 
disclosures are being generated, the financial industry 
is in turmoil, the country is in a recession, loan and 
hardship requests are way up, clients must have new 
contracts done with detailed fee disclosures, and you’re 
preparing information for the new Form 5500 Schedule 
H. And, of course, don’t forget the defined benefit 
new Schedule SB or MB and your AFTAPs. While 
you are involved in all of this, the IRS and DOL are 
issuing and clarifying new rules and regulations, and 
maybe technical corrections, and there will be a new 
administration in the White House next year.   

 What a whirlwind of activity! Yet through it all, we 
must remain calm, cool, and collected. Oh yes, don’t 
forget that we actually have to get everything done! 
In previous columns, I provided ideas and methods for 
keeping track of work. I also know that most people 
who work in administration have some sort of track-
ing mechanism to keep tabs on the various activities 
they have to perform on plans. In this column, I will 
give some ideas on organizing overall work schedules. 
For those who think it cannot be done, give it a try. 
People who have used this concept in peak times have 
been amazed at how well it works. Once you learn the 
secret, the method below almost becomes obvious. 

 The first step is to identify the categories of projects 
you are working on. For example, some of your catego-
ries might look like this:  

 Correspondence 
 Telephone calls 
 Emails 
 Compliance 
 Training 
 Amendments 
 Restatements 

 You know that you cannot let a category go for a 
day or two or a week, because that category will get its 
own massive backlog. Let this happen to two or three 
categories and you have a nightmare on your hands. 
Oh, you already do. So now what? 

 Take your day, and create time slots for the catego-
ries. It is important that you put the long and/ or hard 
jobs in the last time slots. For example: 

 8-9AM   Correspondence and Emails 
 9-10AM   Telephone Calls 
 10-11AM   Amendments 
 11-Noon   Restatements 
 1-5PM   Compliance 

 To use the schedule, you work only on the items in 
that category. If you finish early or have nothing in the 
scheduled category, go to the next category. If you run 
out of the time block, go to the next category. Great 
you say, but what about interruptions? Not a problem, 
handle the interruption and return to your schedule. 
Stick to the schedule. In this fashion you will be han-
dling all of your work, one piece at a time. 

 Under this method, you have to prioritize at any 
given time only within a category, not everything all 
at once. You may think this is a way to fall behind on 
everything at the same time, but that is not the case. 
In operation, you will actually be keeping up with 
everything. Some of you may recognize this as a time 
management technique. Yup, it is, with a twist. Time 
management teaches you to work only on important 
items, but, in our business, everything is important. 
Time management teaches you to prioritize, but every-
thing is a priority. This process forces you to focus on 
only a small piece of your workload at any given time. 

 Oh, the secret? In many years of having time-
stressed people adopt this strategy, only one person 
figured it out. Marty has a unique way of cutting 
to the core of almost everything. A couple of people 
admitted that they utilized a similar strategy when 
they hit times of heavy workloads, but, although 
they may have intuitively known why it works and 
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works well, they could not express it. The secret lies 
in human nature. We all want to be happy. Does that 
help you make the connection? 

 When you are buried with work, how can you be 
happy? You are happy when you are successful. You 
feel successful when you get your work done. By put-
ting the categories or tasks that you are most likely 
to complete first in your day, you start your day being 
successful. What a joy it is to look at your correspon-
dence pile, and it isn’t there! No backlog, nothing to 
do! You are happy! Even if you don’t complete your 
correspondence pile, you are done with it for the day. 
You are still happy. By the time you get to your long, 

hard categories, you have already had a successful day. 
You will be more energized and alert, which will help 
you through hard spots. If you don’t finish the par-
ticular job in the last category, you won’t be coming 
to work thinking how frustrating that job is. You will 
come to work knowing you will complete items so 
your backlog will not be increasing. You have a plan 
of attack, and all you have to do is follow the plan and 
you will have another successful day. 

 Now you know how to actually enjoy the thrill of 
a lifetime we are all living through. Your hands are 
firmly inside the vehicle, and you are in control.  

 Here’s wishing you all a successful and happy year. ■ 
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C O L U M N

  PBGC Issues 

 Planning a Standard Termination—A Checklist 
for Practitioners 

 B y  H a r o l d  J .  A s h n e r 

   Harold J. Ashner  is a partner at Keightley & Ashner LLP, 
a boutique law firm focusing on PBGC matters. He served 
as the PBGC’s Assistant General Counsel for Legislation and 
Regulations until early 2005, when he left the agency with the 
PBGC’s General Counsel and Deputy General Counsel to establish 
Keightley & Ashner LLP. Mr. Ashner is a frequent author and 
lecturer, is often quoted in the media, is active in the ABA, is a 
Fellow and Member of the Board of Governors of the  American 
College of Employee Benefits Counsel , and is routinely retained by 
major law firms and employers to deal with PBGCrelated issues.  

  Successfully completing the standard termination 

of a PBGC-covered pension plan requires careful 

planning. This article provides a checklist to help you 

ensure nothing is overlooked.  

  Many things have to be done right if a 
standard termination of a PBGC-covered 
plan is to be successfully completed. 

Determining in advance what must be done, who 
will do it, and when it will be done is critical. If you 
are involved in planning a standard termination, the 
following checklist should help you ensure a smooth 
process.  

 Making the Termination Decision 
 The first step in the planning process or, more accu-

rately, the step that is normally taken before you start 
the planning process, is deciding whether to terminate 
the plan. That is of course the decision of the spon-
sor of the plan in its role as settlor of the plan’s trust. 
There are various reasons why the sponsor might opt 
for a standard termination. For example, contribu-
tions may be too volatile, too unpredictable, or both. 
Perhaps the sponsor believes that the overall costs of a 
defined benefit plan are too high and prefers to substi-
tute a less expensive defined contribution plan. Or the 
sponsor may have concluded that the defined benefit 
plan is not as effective as had been hoped in attracting 
and retaining employees or in creating the  appropriate 

incentives regarding whether and when employees 
quit or retire. In some cases, the solution may not be 
to terminate the plan, but rather to amend it in ways 
that will do a better job of achieving the sponsor’s 
objectives. If the sponsor ultimately decides to proceed 
with a standard termination, you should make sure 
the person or entity with decisional authority (e.g., the 
sponsor’s board of directors) documents the decision 
appropriately (e.g., through a board resolution).  

 Ensuring Plan Sufficiency 
 A standard termination requires, first and foremost, 

a plan that can be projected to have sufficient assets 
to be able to satisfy all of its benefit liabilities. If such 
a projection cannot currently be made, there are two 
options that often are used to facilitate a near-term 
standard termination: add to the assets or (in a sense) 
subtract from the liabilities. 

   •  Commitment to make plan sufficient.  The sponsor of 
the plan (or any member of its controlled group) 
can sign a commitment to make the plan sufficient 
for a standard termination. The top-up contribu-
tion will have to be made in time for the plan to 
complete its distribution in a timely manner as 
part of the standard termination process. Although 
such a commitment is binding, it is conditioned 
on the implementation of the standard termina-
tion. Thus, absent some contractual or other 
requirement to complete the standard termination, 
a sponsor who later finds that the sufficiency com-
mitment is too costly can effectively rescind the 
commitment by withdrawing the standard termi-
nation before distributions commence.  

  •  Majority owner “alternative treatment” election.  A par-
ticipant who is a “majority owner” (one having a 
50 percent or greater interest in the sponsor, taking 
into account the constructive ownership rules) can 
facilitate plan sufficiency by electing (with spousal 
consent) an “alternative treatment” of his or her 
plan benefit. This alternative treatment calls for the 
benefit not to be distributed to the extent necessary 
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to enable distribution of full benefit liabilities to 
all other participants. If assets remain after all other 
benefit liabilities are satisfied, the majority owner’s 
benefit must be paid in full before there can be 
any reversion to the sponsor or any distribution of 
excess assets to other participants.     

 Another option is the “freeze-and-wait” approach, 
where the sponsor freezes the plan (if not already fro-
zen) in accordance with the ERISA Section 204(h) 
notice requirements and hopes that ongoing contribu-
tions, perhaps aided by favorable investment experi-
ence and rising interest rates, will close the funding 
gap over the next few years. Where lump sum distri-
butions will be available, the sponsor might choose 
to target a 2012 standard termination, when the 
changes made by the Pension Protection Act of 2006 
(“PPA”) to the interest rates used in calculating mini-
mum lump sums—changes that result in lower  lump 
sums—will be fully phased in. 

 If plan sufficiency for all benefit liabilities is out of 
reach and the sponsor and the other members of its 
controlled group cannot afford to maintain the plan, 
the only options for plan termination are a distress 
termination initiated by the plan administrator or an 
involuntary termination initiated by PBGC. These 
kinds of terminations can be difficult to achieve and, 
in any event, raise more complex issues that go well 
beyond the scope of this article. 

 Dealing with Bargained Plans 
 A standard termination cannot proceed under Title 

IV of ERISA where it would violate the terms and 
conditions of an existing collective bargaining agree-
ment. If the union initiates a formal challenge to the 
termination, PBGC will not itself resolve the chal-
lenge. Instead, it will suspend the standard termina-
tion process so that the challenge can be resolved in 
the appropriate labor relations forum. If you are deal-
ing with a bargained plan, it is important early on to 
evaluate whether such a challenge is likely and, if so, 
how best to address that potential challenge (ideally 
by obtaining the union’s consent) so that the standard 
termination can proceed. 

 Deciding on Replacement Benefits 
 In some cases, the plan will have been frozen for 

some time and the decision as to any replacement 
benefits for participants ( e.g. , a new 401(k) plan or 
enhanced benefits under an existing one) already has 
been made. Regardless of whether or when the plan 

was frozen, if a decision about replacement benefits 
has not yet been made, it should be made and commu-
nicated promptly to participants so as to minimize any 
adverse employee relations impact associated with the 
standard termination. 

 Developing a Communications Strategy 
 Effective communication with the plan’s par-

ticipants is not limited to what goes into the vari-
ous required notices. It is important to keep them 
informed as to why the plan is being terminated and 
what to expect regarding the plan termination, their 
benefits under the terminating plan, and any replace-
ment benefits they may be getting. PBGC regulations 
allow you to include additional information with a 
required notice, provided that the additional infor-
mation is not misleading. Plan a communications 
strategy that takes advantage of this flexibility so that 
participants will have the information you want them 
to have, not just the information required by PBGC 
regulations. Complete and effective communications 
can go far in allaying the concerns of the plan’s par-
ticipants regarding the future and security of their 
benefits. 

 Dealing with Plan Assets 
 Once a decision is made to pursue a standard ter-

mination, it is time to revisit the plan’s investment 
policy. The plan’s short-term time horizon, coupled 
with the goal of ensuring sufficiency for all benefit 
liabilities, may warrant a shift, for example, from 
 significant exposure to equities to an immunized bond 
portfolio approach so as to guard against the risk that 
falling interest rates or a steep drop in equity prices 
will result in plan insufficiency. 

 Another concern is whether any illiquid assets, such 
as real estate investments, can be liquidated in time to 
complete the standard termination distribution within 
the applicable time limits. It may be appropriate to 
start liquidating such assets early in the standard 
 termination process so that cash will be available when 
needed to satisfy benefit liabilities.  

 Certain expenses associated with the standard ter-
mination may be paid out of plan assets, assuming 
the plan so permits. The key distinction is whether 
the expenses are associated with the decision to ter-
minate the plan, in which case they would be borne 
by the sponsor, or are associated with the implemen-
tation of that decision, in which case they may be 
payable by the plan to the extent they are reasonable 
and necessary. It is helpful at the planning stage to 
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have a clear understanding of which expenses may be 
paid from plan assets and, if so, whether they should 
be. (Ultimately, the sponsor will be providing what-
ever funds will be needed to complete the standard 
 termination.) 

 The flip side of not having enough assets is the 
“problem” of having too much. If the plan is likely 
to have excess assets following satisfaction of all of its 
benefit liabilities, it is important to determine at the 
outset how the excess will be used. If a reversion to 
the employer will not be permitted (whether because 
the plan does not permit it or because the plan provi-
sion permitting it will not have been in place for the 
required five-year period), be sure you understand how 
the excess will be distributed among participants. 
Where an employer reversion will be permitted, deter-
mine as part of the planning process how you intend 
to deal with the excise tax on the reversion amount. 
By establishing a qualified replacement plan or pro-
viding for  pro rata  benefit increases, you can reduce 
the tax from 50 to 20 percent. 

 Evaluating Plan Amendment Options 
 Review plan provisions and recent statutory and 

regulatory changes to determine whether plan amend-
ments are necessary or appropriate. Those amendments 
needed to retain the plan’s qualified status will top 
your list, but many other plan amendment options 
may be worth considering. For example: 

   •  Allowing termination lump sums.  If the plan does not 
already provide an option for a consensual lump 
sum upon plan termination, you may want to add 
one. In deciding whether to do so, consider the 
relative cost of lump sum distributions (taking 
into account the phase-in of the PPA changes to 
the interest rates used in calculating lump sums) 
as compared to the cost of purchases of irrevocable 
commitments (annuity contracts) from an insurer.   

  •  Eliminating non-protected benefits.  If cost is a signifi-
cant concern, you may want to amend the plan 
to eliminate ancillary benefits (e.g., life insurance 
benefits) or other benefits that are not protected 
under IRC Section 411(d)(6) and implementing 
regulations.  

  •  Freezing benefit accruals.  If the plan is not already 
frozen, you will almost certainly want to amend it 
to freeze benefit accruals as of the proposed termi-
nation date (or as of an earlier date), regardless of 
whether the standard termination is successfully 
completed. This is an important “fail-safe” in case 

it becomes necessary to defer the proposed termi-
nation date or to withdraw the standard termina-
tion and initiate a new one.  

  •  Allocating residual assets among participants.  You may 
want to amend the plan to address the formula for 
allocating residual assets among participants.     

 Regardless of whether the amendment you are 
considering is necessary to meet a tax qualification 
requirement, remember that PBGC rules on the 
timing of the adoption of plan amendments in con-
nection with a standard termination differ from IRS 
rules. For tax qualification purposes, amendments may 
be adopted until the end of the applicable remedial 
amendment period, even if that is after the plan’s ter-
mination date. PBGC regulations, however, provide 
that any amendment adopted after the plan’s termi-
nation date is disregarded to the extent it decreases 
benefit values or eliminates or restricts optional forms 
of benefit. Avoid potential problems with respect to 
any amendments that could result in such a decrease, 
elimination, or restriction by adopting them on or 
before the plan’s proposed termination date.  

 There is an exception in PBGC regulations that 
allows an amendment adopted after the plan’s termi-
nation date to decrease benefit values to the extent 
the decrease is necessary to meet a tax qualification 
requirement. PBGC interprets this exception nar-
rowly, however. For example, assume an amendment 
is adopted after the plan’s termination date to substi-
tute the PPA assumptions (including the phase-in of 
the interest assumptions for distributions in the 2008 
through 2012 plan years) for the GATT assumptions 
for purposes of calculating minimum lump sum values, 
thereby decreasing them. PBGC would not allow the 
plan to base its termination lump sums on the PPA 
assumptions, notwithstanding that it was necessary for 
the plan to adopt the PPA assumptions to meet tax 
qualification requirements, because the plan could have 
met those requirements by  adding  the PPA assump-
tions as an  alternative  basis and paying the greater of 
the PPA-based or GATT-based lump sum. Thus, to the 
extent the amendment eliminated the GATT basis for 
calculating minimum lump sums, it was not “neces-
sary” to meet tax qualification requirements.  

 When dealing with amendments adopting the PPA 
assumptions for calculating minimum lump sums, 
keep in mind that there is an open question (as this 
article is going to press) as to whether the applicable 
interest rate percentage (during the 2008–2012  phase-
in period) and the applicable mortality table used in 
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determining minimum lump sums are based on plan 
provisions in effect on the plan’s termination date or 
those in effect on the distribution date. For example, 
assume that the plan’s termination date will be in the 
2009 plan year and the distribution date will be in 
the 2010 plan year. Would minimum lump sums be 
based on the rules applicable to the 2009 plan year 
(i.e., using a 40 percent phase-in of the PPA interest 
assumptions and the applicable mortality table with a 
2009 projection) or instead based on those applicable 
to the 2010 plan year (i.e., using a 60 percent phase-
in of the PPA interest assumptions and the applicable 
mortality table with a 2010 projection). The answer to 
this open question could significantly affect the cost of 
completing the standard termination. Be sure to take 
this uncertainty into account when planning the termi-
nation, and check to find out whether guidance (which 
hopefully is forthcoming shortly) has been issued. 

 Updating Plan Records 
 Plan records need to be in good shape for the stan-

dard termination to proceed without a hitch. As you 
plan, it is important to evaluate any data problems 
and to determine when and how those problems can 
be fixed so that benefit liabilities can be determined 
in a timely manner. If the mailing list of the plan’s 
participants and beneficiaries is out of date, now is the 
time to make it current so that the notices of intent 
to terminate and all later notices will reach their 
intended recipients. 

 Searching for Missing Participants 
 If the plan is likely to have any missing partici-

pants, decide what steps you will take to meet PBGC’s 
diligent search requirements. If there are any known 
missing participants (e.g., because prior mailings were 
returned as undeliverable), start the diligent search 
process for them well before issuing notices of intent 
to terminate so that you have a chance of finding them 
in time to issue those notices properly. Any such steps, 
such as use of a commercial locator service, can count 
toward meeting the diligent search requirements pro-
vided they are taken no more than six months before 
the notices of intent to terminate are issued. 

 Anticipating a Determination Letter 
Application 

 Decide whether you will be applying to IRS for 
a favorable determination letter upon plan termina-
tion. In most cases, you will want to do so to guard 
against the risk that the termination would result in 

loss of the plan’s qualified status. It is important to 
keep in mind, however, that this will likely result 
in a loss of control over the timing of the distribu-
tion in the standard termination. It is also important 
to recognize that PBGC, in the event it audits the 
standard termination, will take the position that it 
is in no way bound by anything IRS has decided as 
part of the determination letter process. In any event, 
if you anticipate applying for a determination letter, 
make sure to factor into your implementation sched-
ule a realistic estimate of when you expect to get it. 
Whether or not you apply for a determination letter, 
remember to adopt all required amendments, as well 
as all discretionary amendments under which the plan 
has been operating, regardless of how much time is 
afforded under a remedial amendment period for an 
ongoing plan. 

 Developing an Implementation Schedule 
 Develop a detailed schedule for implementing the 

standard termination. Include target dates for at least 
the following key stages of the standard termination 
process: 

   • Earliest and latest dates of issuance of notices of 
intent to terminate (60–90 days before the pro-
posed termination date);  

  • Proposed termination date;  
  • Issuance of notices to interested parties if you will 

be applying to IRS for a favorable determination 
letter (7–21 days before the date of the application 
if the notice is given by posting or in person, or 
10–24 days before that date if given by mailing);  

  • Application for determination letter (by time of 
filing Form 500 with PBGC);  

  • Issuance of notices of plan benefits (by time of 
 filing Form 500 with PBGC);  

  • Filing of Form 500 (“Standard Termination 
Notice”) with PBGC (by the 180th day after the 
proposed termination date);  

  • Issuance of election notices (30–180 days before 
the date distribution commences; may be com-
bined with notices of plan benefits);  

  • Issuance (if not already provided with the notice of 
intent to terminate) of notices of annuity information 
(no later than 45 days before the distribution date);  

  • Earliest permitted distribution date (the 61st day 
after the date PBGC received the Form 500);  

  • Latest permitted distribution date (the 240th day 
after the date PBGC received the Form 500 or, if 
an application for a determination letter was filed 
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by the time of filing Form 500, the 120th day 
after receipt of a favorable determination letter);  

  • Expected distribution date (or range of expected 
distribution dates); and  

  • Filing of Form 501 (“Post-Distribution 
Certification”) with PBGC (30 days after completion 
of distribution of all benefit liabilities, but with pen-
alty relief until 90th day after distribution deadline).     

 Using the schedule as your guide, make sure that 
all those involved in the standard termination process 
(e.g., plan administrator, actuary, attorney, accountant, 
asset advisor, trustee) have a clear understanding of 
what role each will play in ensuring that all required 
steps are completed in a timely and compliant manner. 

 Evaluating Insurer Options 
 The selection of an insurer from whom to purchase 

any necessary irrevocable commitments comes near 

the end, rather than the beginning, of the standard 
termination process. Nonetheless, it is often helpful 
at the planning stage to begin to evaluate options for 
selecting an insurer and to get at least a general sense 
of the likely costs of irrevocable commitments (rec-
ognizing that those costs may change significantly as 
interest rates change). Decide what steps should be 
taken to ensure that the insurer selection will comply 
with fiduciary standards and the guidance in DOL 
Interpretive Bulletin 95-1 regarding selection of the 
“safest available” insurer.  

 Conclusion 
 With proper planning, a standard termination pro-

cess can be completed without problems. By identify-
ing potential issues and concerns early on, you will 
maximize the likelihood of completing the necessary 
steps in a timely manner and of easily surviving any 
PBGC audit of the standard termination. ■ 



72

C O L U M N

  401(k) Plans 

 When Opportunity Doesn’t Knock 

 B y  A d a m  C .  P o z e k ,  Q K A ,  Q P F C , 
R H U ,  R E B C 

  Any practitioner who works with 401(k) plans 
eventually will experience a plan that does 
not timely allow an eligible employee to 

make salary deferral contributions. The reason could 
be as simple as losing track of the next plan entry 
date or as complicated as neglecting to amend a plan 
document in conjunction with the acquisition of 
another company. Regardless of the reason, restricting 
deferrals by an otherwise eligible participant is an 
operational failure that can jeopardize a plan’s tax-
qualified status. In Revenue Procedure 2008-50, the 
IRS has provided new guidance to correct such failures 
through the Employee Plans Compliance Resolution 
System (“EPCRS”).  

 There are a number of ways in which an employer 
may exclude an otherwise eligible employee from mak-
ing salary deferral contributions. While the specific 
facts surrounding the error impact the correction meth-
odology, improperly excluded employees must be made 
whole for the lost deferral opportunity, any related 
matching contribution, and the earnings thereon. 
Conceptually, the correction is straightforward: 

   • Determine the amount of missed deferrals,  
  • Multiply by the applicable opportunity cost factor,  
  • Calculate any related match,  
  • Adjust for investment gains/losses, and  
  • Deposit a QNEC equal to sum of those amounts.     

 It sounds simple, however, as with all qualified plan 
issues, the devil is in the details. 

 Missed Deferrals 
 The first step in the process, determining how 

much an employee would have contributed had he 
or she been given the opportunity, can be the most 
challenging. Since it is somewhat impractical for an 
employer to say to the excluded employee, “Tell us 
how much you would have contributed so we can 
make it up to you,” EPCRS lays out the methodology 
for determining the amount of missed deferrals. There 
are several variations that impact the calculation: 

   • Did the employer fail to make deferrals available to 
the employee or did the employee make a deferral 
election that was not implemented?  

  • Is the employee an HCE or NHCE?  
  • Is the plan a safe-harbor 401(k) plan?  
  • Did the improper exclusion involve catch-up 

 contributions?     

 Was There a Deferral Election? 
 If the failure arose due to the employer failing to 

implement an employee’s completed deferral elec-
tion, the missed deferral is determined by apply-
ing the election to the employee’s compensation 
for the period during which deferrals should have 
been withheld. [IRS Rev. Proc. 2008-50, Appendix 
A.05(5)(a)] If, however, no deferral election has been 
made, the missed deferral is based on the average 
deferral percentage of the group, i.e., highly com-
pensated or non-highly compensated, in which the 
employee falls for the year in question. In determin-
ing the average deferral percentage for the applicable 
group, the plan cannot be treated as two separate 
plans consisting of those who are otherwise exclud-
able and those who are not. 

   Example #1   

  Plumbers R Us, Inc. (“PRU”) sponsors a 401(k) plan that 

allows elective deferrals and catch-up contributions up to 

the maximum amounts permitted by law and provides an 

employer matching contribution of 50 percent of the first 

six percent an employee defers. PRU pays its employees on 

a bi-weekly basis. The average deferral percentage for the 

Highly Compensated Employee Group is 6.5 percent, and 

for the Non-HCE group is 4.75 percent.  

  Joe is an employee of PRU who satisfies the plan’s eligibil-

ity requirements and enters the plan on January 1, 2008. 

Joe is given election forms and completes and returns 

them to the Plan Administrator. Although Joe elected to 

defer five percent of pay when he became eligible to par-

ticipate in the PRU plan, PRU did not set up the election 

in payroll. PRU discovered the error at the end of 2008. 

Joe’s compensation was $60,000 for 2007 and $65,000 for 

2008.  



  The missed deferral in this scenario is simply the amount 

of Joe’s election (5%) multiplied by Joe’s compensation 

during the period of exclusion ($65,000) for a total of 

$3,250. If Joe had elected to defer $100 per pay period 

instead of a percentage, the missed deferral amount is 

$100 multiplied by 26 pay periods for a total of $2,600.  

   Example #2   

  The facts are the same as in Example #1 except that Joe 

was not offered the option to defer on January 1, 2008; 

therefore, he has not made a deferral election.  

  The amount Joe would have contributed is deemed to be 

the average deferral percentage for the group, e.g. HCE or 

NHCE, in which he falls for the year of exclusion. Joe is 

in the Non-HCE group based on his 2007 compensation, 

so his missed deferral amount is deemed to be $3,087.50 

or $65,000 multiplied by 4.75 percent.  

   What if Joe is an HCE?   

  Assume instead that Joe, being the entrepreneurial type, 

purchased ten percent of PRU from one of its retiring 

owners in December of 2008. The ownership stake would 

make Joe an HCE for 2008, so the amount of his missed 

deferral for that year would be 6.5 percent of his compen-

sation or $4,225. Even if the plan uses the prior year test-

ing method, Joe’s group and applicable deferral percentage 

 for the period of the exclusion  are used to calculate missed 

deferrals.    

 How to Correct Safe-Harbor Plans 
 The missed deferral calculation for a safe-harbor 

401(k) plan depends on whether the plan utilizes 
the matching or non-elective safe harbor. For safe-
 harbor match plans, the missed deferral percentage 
is deemed to be the greater of three percent of pay or 
the maximum deferral percentage that is subject to 
a match of 100 percent or more. The missed deferral 
in plans that satisfy the safe-harbor via qualified non-
elective contributions is deemed to be three percent 
of compensation. [IRS Rev. Proc. 2008-50, Appendix 
A.05(2)(d)] 

   Example #3   

  PRU converts its plan to a safe-harbor match plan for 

2009. Since business is booming, PRU provides an 

enhanced safe-harbor match of 100 percent of the first 

five percent deferred instead of the standard two-tiered 

 formula. Barry, a newly eligible participant earning 

$75,000, is not timely enrolled in the plan.  

  Since deferrals of up to five percent of pay are matched at 

100 percent, Barry’s missed deferral amount is deemed to 

be $3,750 or five percent of $75,000.  

   Example #4   

  The facts are the same as in Example #3 except PRU sat-

isfies the safe-harbor by making a qualified non-elective 

contribution. Barry’s missed deferrals are equal to three 

percent of his compensation or $2,250.    

 Special Adjustment for Catch-Up Eligible 
Participants 

 It is not just those who are completely excluded 
from making deferrals that may be entitled to a cor-
rective contribution. If a 401(k) plan allows catch-up 
contributions but does not permit a participant who is 
otherwise eligible for the feature to take advantage of 
the catch-up feature, the plan sponsor must take cor-
rective action. EPCRS provides that the missed catch-
up contribution amount is deemed to be 50 percent of 
the catch-up contribution limit in effect for the year 
of the exclusion. [IRS Rev. Proc. 2008-50, Appendix 
A.05(4)(a)] 

   Example #5   

  John becomes eligible for the PRU plan in 2008 and 

elects to defer the maximum. Despite John being over 

age 50, PRU discontinues his deferrals when he reaches 

$15,500.  

  Since John is catch-up eligible based on his age and the 

fact that he has deferred the maximum under other appli-

cable limits, PRU should not have discontinued his defer-

rals at $15,500. Due to this mistake, the missed catch-up 

contribution amount is $2,500 or half of the $5,000 

catch-up limit in effect for 2008.  

 Opportunity Cost 
 Prior to 2006, an employer was required to adjust 

missed deferrals for investment gains or losses and 
deposit this amount as a QNEC. However, IRS 
Revenue Procedure 2006-27 introduced the premise 
that correction should be based on the lost oppor-
tunity for tax-preferred growth of the missed defer-
rals and not necessarily the total amount of missed 
deferrals themselves. In other words, just because a 
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participant should have had the opportunity to make 
deferrals does not mean that he or she would have; 
it is reasonable to take the possibility of no deferral 
elections or deferral elections that would be termi-
nated during the year into account when framing the 
correction. 

 The current version of EPCRS continues and 
expands the concept of opportunity cost. Specifically, 
EPCRS provides that, in the case of pre-tax and des-
ignated Roth contributions, the opportunity cost is 
equal to 50 percent of the amount of the missed defer-
rals including catch-up contributions. For voluntary 
after-tax contributions (other than designation Roth 
contributions), the opportunity cost is 40 percent of 
missed deferrals. [IRS Rev. Proc. 2008-50, Appendix 
A.05(2)(b) and (e), Appendix A.05(3)] 

   Example #6   

  In Example #1, Joe’s missed deferrals based on a five per-

cent election were equal to $3,250. Joe’s lost opportunity 

is deemed to be half of this amount or $1,625, so PRU is 

required to deposit a QNEC in this amount, as adjusted 

for investment gains or losses.  

 Related Match 
 To the extent the plan provides for matching con-

tributions, the improperly excluded employee must be 
made whole for both the missed deferral opportunity 
and the related match. The corrective contribution 
is again in the form of a QNEC and is calculated by 
applying the plan’s matching formula (either safe-
 harbor or non-safe-harbor) to the amount of missed 
deferrals. It is important to note that when determin-
ing the corrective match amount, the calculation is 
not based on the opportunity cost but on the total 
amount of missed deferrals. [IRS Rev. Proc. 2008-50, 
Appendix A.05(2)(c) and (f)] It is also important to 
note that, notwithstanding the fact that a normal 
matching contribution may be subject to a vesting 
schedule, this corrective match must be made in the 
form of a fully vested QNEC. 

   Example #7   

  Continuing with Examples #1 and #6, PRU must next 

determine the matching contribution to which Joe is enti-

tled due to his improper exclusion. Joe’s missed deferrals 

were determined to be $3,250 or five percent of his pay, 

and PRU’s matching formula was 50 percent of the first 

six percent of compensation deferred. Since Joe’s deferrals 

were within the six percent matching threshold, the cor-

rective matching contribution is simply 50 percent of his 

deferrals, or $1,625. Thus, prior to any earnings adjust-

ments, the total QNEC PRU must make to correct Joe’s 

improper exclusion is as follows:  

  Deferral opportunity cost 

(50% of missed deferrals)     $1,625  

  Related matching contribution 

(50% of missed deferrals)       $1,625   

  TOTAL               $3,250  

 Exceptions to Full Correction 
 While the general rule is that an employer must 

make full correction when utilizing EPCRS, there 
are several limited exceptions in the context of the 
exclusion of otherwise eligible employees. First, if an 
eligible employee is permitted to defer for at least 
nine months in the plan year and is not otherwise 
limited in the amount he or she defers, the employer 
is not required to make up the opportunity cost for 
the three months the participant was improperly 
excluded. The employer is, however, required to make 
a QNEC representing the lost matching contribu-
tion as outlined above. [IRS Rev. Proc. 2008-50, 
Appendix A.05(2)(c) and (f)] Second, if the correction 
results in a distribution payable to a terminated par-
ticipant of $75 or less and the reasonable direct cost 
of delivering the distribution exceeds the amount of 
the distribution itself, the corrective distribution is 
not required to be made. [IRS Rev. Proc. 2008-50, 
Section 6.02(5)(b)] Note, however, a participant who 
is either still employed or who has more than $75 in 
his or her account yet to be distributed must receive 
the corrective contribution, regardless of whether it 
is more or less than $75. Third, EPCRS allows the 
limited use of reasonable estimates when calculating 
missed deferrals for a portion of a year and deter-
mining related investment gains or losses. With 
respect to partial year exclusion, the employer can 
calculate missed deferrals based on pro-rated annual 
compensation instead of the actual amount paid to 
the participant during the portion of the plan year 
he or she was improperly excluded. [IRS Rev. Proc. 
2008-50, Appendix B.02(1)(a)(ii)(E)] The calcula-
tion of lost earnings may also be based on reasonable 
estimates including use of the VFCP online calculator 
(www.dol.gov/ebsa/calculator) if precise calculation 
is impossible, prohibitively expensive, or the likely 
difference between the approximate and precise is 
insignificant.  



 Miscellaneous 
 Although the corrections described above address 

missed deferrals and related matching contributions, 
plan sponsors are not required to re-run the ADP and/
or ACP tests as part of the correction. 

 It may be possible for plan sponsors to correct 
the exclusion of eligible employees under the Self 
Correction Program (“SCP”), which does not require 
a formal filing with and approval by the IRS. Self-
 correction may be used if the error happened in the 
current plan year or during the prior two plan years, 
or if the error is insignificant. If the error is significant 
and if it is outside the two-year correction period, it 
may need to be filed under the Voluntary Correction 
Program (“VCP”). The determination of whether the 
error is significant is based on a number of facts and 
circumstances including the number of participants 
affected by the error and the amount of contributions. 
[IRS Rev. Proc. 2008-50, Section 8.02] 

 Conclusion 
 The IRS continues to improve the methodology 

for correcting the improper exclusion of an employee 
from a 401(k) plan. Rev. Proc. 2006-27 introduced the 
concept of opportunity cost and reduced the QNEC 

from 100 percent of missed deferrals to 40 percent or 
50 percent for after-tax and pre-tax deferrals, respec-
tively. Rev. Proc. 2008-50 further expands the correc-
tion options by including options for designated Roth 
contributions and catch-up contributions as well as 
specifying the correction for failure to implement an 
employee’s deferral election. 

 There are still several items EPCRS has not yet 
addressed. Section 2.02 of Rev. Proc. 2008-50 dis-
cusses future enhancements in three areas. First, com-
ments are requested for the appropriate correction of a 
failure to properly implement the default deferral per-
centage with respect to a participant in an automatic 
contribution arrangement. The second area in which 
the IRS is seeking input is how to correct a failure to 
timely distribute safe harbor notices. Third, there is 
not presently a mechanism to correct a situation in 
which an employee elects to make designated Roth 
contributions, but the plan sponsor treats the amounts 
withheld as pre-tax deferrals. 

 Nonetheless, when an employer or participant 
discovers that opportunity didn’t knock when it was 
supposed to, at least there is a useful, straightforward 
means to correct the error before it is the IRS that 
comes knocking. ■ 
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 Investment Risk vs. Unprincipled Speculation 

 B y  M a t t h e w  D .  H u t c h e s o n 
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widely distributed paper on retirement plan economics. The paper 
has been studied by the White House, the General Accountability 
Office (GAO), members of Congress, and Regulators. In March, 
2007, Mr. Hutcheson testified before a full Congressional 
Committee hearing on retirement plan economics.  

 Why Do We Invest? 
 If that question were asked a year or two ago, one 

might dismiss the question as absurd, contrived of 
ignorance, or simplistically rhetorical.  

 Today, the same question seems thoughtful, pru-
dent, even insightful.  

 Notwithstanding the different answers given during 
differing economic conditions, the question, “why do 
we invest” is important and is worthy of further dis-
cussion. That is especially true as it pertains to quali-
fied retirement plans.  

 Trust 
 Wall Street’s job is to help corporations obtain the 

capital needed to produce new goods and services 
intended to make our lives better, more enjoyable, etc. 
Wall Street, by and large, has done a very good job of 
organizing capital for investment by Main Street.  

 Yet we see our society in a cultural conflict that 
is striking at the root of trust on which Wall Street 
and Main Street must rely if the system is to function 
properly. The conflict is not over political, racial, or 
moral issues. Rather, it is the result of a fundamental 
lack of understanding of modern principles of finance 
and economics.  

 In other words, the conflict between Wall Street and 
Main Street finds its genesis in failure to comprehend 
the difference between “expected returns” and “specu-
lation.” Understanding the economic principle of 
expected returns builds trust. Speculation destroys it.  

 In the context of investing funds to provide future 
benefits to participants and beneficiaries, trust is 
a must. Therefore, an intelligent discussion about 
expected returns is both timely and necessary to 
restore trust in the capital market system.  

 Expected Returns 
 The financial crisis our system is experiencing was 

caused by unprincipled speculation. That speculation 
enabled and encouraged fraud.  

 It is an unfortunate reality that many and perhaps 
most 401(k) participants think all investments are 
speculative, and that any return on investment is a 
roll of the dice, purely chance. [“Why is ‘investing’ 
in the stock market a respectable thing to do when 
it is actually the worst form of gambling addiction?” 
http://www.usatoday.com/money/perfi/columnist/
krantz/2007-02-01-investing-gambling_x.htm] It is 
true that almost all investments have some level of 
risk. However, risk and speculation are not the same. 
With true principle-based investing, the odds are in 
the favor of the investor.  

 That fundamental lack of understanding must 
change if fiduciaries are to properly discharge their 
duties and if participants are to make informed deci-
sions. If returns could not be expected from the 
investment of scarce capital, all investment would 
immediately cease, and corporations would no longer 
be able to produce their sellable goods and services.  

 The truth is that we invest, not with an eye to mak-
ing speculative gains, but because we have an expecta-
tion of a specific return over time.  

 A simple online query of the word “investment” 
yields three similar definitions: 

  Definition 1: In finance, the purchase of a financial prod-

uct or other item of value with an   expectation   of favorable 

future returns. In general terms, investment means the use 

money in the hope of making more money. [http://www.

investorwords.com/2599/investment.html]   

  Definition 2: The act of investing; laying out money or 

capital in an enterprise with the   expectation   of profit. 

[wordnet.princeton.edu/perl/webwn]  



  Definition 3: A temporary donation of money to a cause in 

  expectation   of making a profit. [en.wiktionary.org/wiki/

investment]    

 Why is “expectation” the common theme in each 
definition? Because true investing is based upon 
economic and financial principles. Informed inves-
tors understand what those principles are, and are 
thus confident with their exposure to  understood  risks 
in exchange for returns that can be expected over 
time due to the validity of the underlying business 
or businesses. Law and regulation contemplate that 
fiduciaries and participants understand those prin-
ciples and behave accordingly. [ERISA § 404(a)(1)(A) 
and (B); Labor Reg. §§ 2550.404a-1(b)(1)(A) and 
2550.404a-1(b)(2)(A); Federal Power Commission v. 
Hope Natural Gas Company, 320 US 591, 64 S.Ct. 
281, 88 L.Ed. 333 (1944); Communications Satellite 
Corporation v. Federal Communications Commission, 
611 F.2d 883 (D.C. Cir. 1977)] 

 Thus, expectation becomes perhaps the most impor-
tant element of investing. Once that very important 
principle is understood, the investor, whether a fidu-
ciary or a participant, can then seek expected returns 
as economically efficiently as possible, assuming that 
all aspects of fees and costs are disclosed.  

 The Difference Between Risk and Speculation 
 Investment risk is reasonably calculated and will-

ingly accepted in pursuit of an   expected   reward in 
the future. Speculation (in a financial context) is the 
assumption of the risk of loss, in return for the uncer-
tain   possibility   of a reward. [http://en.wikipedia.org/
wiki/Speculation] Risk is time-specific volatility, but 
with favorable outcomes in the end. Speculation is a 
one-time shot; get in or get out in the emotional hope 
to win big or avoid losing big. Thus, the difference 
between investment risk based on correct principles 
and emotional speculation based upon chance is very 
clear. Fiduciaries, as a matter of loyalty to participants 
and beneficiaries should avoid unprincipled chance, 
and embrace informed risk to enjoy expected future 
rewards.  

 Speculation is emotional, reactive, driven by iso-
lated incidents or information whether accurate or not. 
It is often prevalent in the absence of valid informa-
tion, or when investors’ greed or ignorance exceeds 
their common sense and knowledge.  

 Informed investors know the difference between 
risk and speculation, and correct behaviors follow. For 
example, perhaps the worst thing investors could or 

should have done in October 2008 was to liquidate all 
of their investment accounts due to fear. Why? First, 
such an action is purely speculative. It reveals an emo-
tional reaction to the unknown, and to a fear that one 
might lose more or even all of one’s retirement assets.  

 Those who understand modern principles of eco-
nomics and finance likely weathered the storm with a 
measure of calm and grace, knowing that their port-
folios were crafted to produce expected returns over 
time. If an investor is informed, and his or her assets 
properly allocated, the decision to liquidate his or her 
portfolio in a knee-jerk emotional reaction becomes 
much less likely. And that related difficult decision—
when to reinvest in the capital markets after bailing 
out—becomes unnecessary. 

 According to Morningstar, the historical market 
reaction to financial crises shows that those who exer-
cised discipline by staying in the market, or even 
investing more in the market, at a time when stocks 
were a bargain came out significantly ahead within 
just one year.  

Event/Crisis
Reaction at 

time of Crisis
One year 

later
October 1987 
Crash

-8.2% +96.8%

U.S. Savings & 
Loan Crisis

-0.4% +58.0%

9/11 Terrorist 
Attack

+1.9% +40.1%

 [Morningstar, Inc. September 18, 2008]  

 It is reasonable to conclude that those who do 
not understand modern principles of economics and 
finance tried to “time” the market by switching funds 
or cashing out following a crisis. Those who under-
stood those same principles were likely the beneficiary 
of the following 96.8 percent, 58 percent, and 40.1 
percent returns that shortly followed the crisis.  

 To illustrate further, consider the following points 
made in a recent communication from a financial 
institution titled “ Bear Necessities: Down Markets Often 
Breed Opportunity ”: 

   • Every bear market is different, and the beginning 
of a new bull market is only known with the ben-
efit of hindsight.  

  • However, bear markets have inevitably given way 
to market rebounds.  

  • The 12 months following bear market troughs 
have always seen well above-average performance, 
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with one-year stock returns averaging nearly 46 
percent.   

  [Fidelity, “Bear Necessities: Down Markets Often 
Breed Opportunity,” October 21, 2008]    

 Informed investors are able to discern between 
opportunity and chance, and then take advantage of 
opportunities that are revealed by application of cor-
rect economic and financial principles.  

 The conflict between those who understand and 
those who don’t is revealed in an excerpt from an 
email received from a Registered Investment Advisor 
about this very topic: 

  A gentleman at the gym approached me at 5 am today, 

asking questions that led to this exact concept. He owns 

a steel company. Concerned and confused, which is to 

be expected with all of the noise these days, he began to 

probe into why he had taken such a big hit recently, why 

others hadn’t, the fear in the hearts of his employees, and 

finally the big one; where do I go from here and how 

do I prevent this from happening again? The answer, 

I explained to him, was simple; a calculated risk based 

in science and discipline is much different than a bet, 

which you and your employees have been doing without 

even knowing it. I went on to explain that just as when 

you lose a lot of money in Vegas, the House says “tough 

luck” without repercussion, so goes active management on 

Wall Street. The lack of a fiduciary model/approach has 

led to widespread losses and lack of confidence in what 

should be and is a strong financial market in the greatest 

country in the world. [Zach Gibbs; used with Permission. 

November 4, 2008]  

 Confusion Between Results and Process 
 A regrettable and confusing mantra in the 401(k) 

and qualified plan industry in general is a suggestion 
that process is more important than results. Such com-
ments reveal, once again, the rampant lack of under-
standing of how the capital markets work.  

 Expected results are the only justification for invest-
ment of capital. Prudent process is important, but it is 
not a justification or motivator for investment. Only 
expected results can justify an outlay of hard-earned 
money. That is especially true with respect to funds 
governed by fiduciary standards of care. Thus, expected 
returns (results) are a matter of prudence and of under-
standing, which is of a higher order than mechanical 
process, even if that process is a prudent one.  

 Conclusion 
 Those fiduciaries who understand the economic 

and financial principles behind expected returns will 
behave in a particular way. Such fiduciaries will iden-
tify the expected returns of funds and/or portfolios 
through the application of economic and financial 
principle. Second, fiduciaries will prudently identify 
and select the financial vehicle to deliver those returns. 
Finally, a fiduciary will embrace a prudent process, 
not to cover them from liability, but rather to apply 
consistent discipline to maintain a steady focus on the 
outcome; i.e. “expected return.” ■ 




