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C H A P T E R 2 

The State of Small Business Retirement Plans: 25 Years 
After ERISA* 
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§ 2.01 I N T R O D U C T I O N 

Small businesses are a dynamic and vibrant force in today's 
United States economy, i According to the Small Business Adminis
tration (SBA), in 1997 small businesses represented over 99% of 
all employers, created nearly all ofthe new net jobs and accounted 
for 51% of the private sector output. Further, S B A estimates that 
small businesses employ 53% of the private sector workforce. 2 

Yet, it is estimated that less than half of the employees working 
for a small business have access to a retirement plan, 3 and as the 

- 1 u P ™ t h e p u r p o s e s o f t h i s a r t i c l e - a "small business" is defined as a business 
with 100 or fewer employees. 

2 U .S . S B A , Small Business Answer Card, (visited Mar . 12 1999) htm // 
www.sba .gov /AVDO. 

3 Christopher Conte, American Savings Education Counci l , The National Sum
mit on Ret.rement Savings: Agenda Background Materials (1998) (unpublished 
briefing, on file with the American Savings Education Council) . 
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size of the business decreases, the coverage figures decrease 
correspondingly. It is estimated that only 19% of employees 
working for firms with less than 25 employees are covered by a 
retirement plan and only 48% of employees working for firms with 
between 25 and 99 people are covered by a retirement plan. This 
is compared to 83% of employees working for employers with over 
100 people.* 

Thus, a worst-case analysis would reflect that roughly one quarter 
of the private sector workforce in the United States has little or 
no access to a company-sponsored retirement plan and may be 
overly dependent on Social Security for their retirement security. 
This is of real concern inasmuch as it is becoming increasingly clear 
that Social Security will not be adequate to fund the type of 
retirement most baby boomers envision. 5 

In this chapter, we will examine the state of small business 
retirement plans 25 years after the enactment of ERISA. We will 
analyze why there is a lack of retirement plan coverage in the small 
business arena. We will review the various retirement plan options 
available to small businesses, including the 401 (k) plan, the SIM
P L E IRA and the SEP IRA. The chapter will conclude with 
recommendations for increasing retirement plan coverage for small 
business employees. 

§ 2.02 L A C K OF C O V E R A G E 

[1] The Numbers Game 

Many small businesses would like to provide retirement plans 
for their empioyees and believe that retirement plans aid in attract
ing and retaining top employees. As we know, however, the 
retirement plan coverage rate for small businesses lags far behind 
the retirement plan coverage rate of their larger counterparts. 

5 "Social Security has never provided an adequate income. With changes already 

enacted to increase the retirement age, and assuming no payroll taxes increases, 

the baby boomers' benefit w i l l be an average of just under 30 percent of income 

instead of today's 42 percent. This w i l l require individuals to work longer and 

to save more. . ." Retiring Baby Boomers: Meeting the Challenges: Hearings 

Before the Senate Spec. Comm. On Aging, 105th Cong. 1 (Mar. 6, 1997). Nor 

was Social Security ever intended to provide total retirement income security. 
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The actual retirement plan coverage picture may not be as bleak 
as the figures set forth above indicate. Retirement plans cover only 
employees who meet certain eligibility requirements. Generally, to 
be eligible to participate in a retirement plan, an employee must 
be (i) over age 21; (ii) have worked at least one year with his/her 
current employer;« and (iii) have worked at least 1,000 hours per 
year for the employer.* Thus, part-time employees, employees 
under age 21 and transient empioyees are generally not eligible to 
participate in a retirement plan. The statistics cited for the low 
retirement plan coverage, however, most often include the entire 
workforce and do not differentiate between the entire workforce 
and that percentage of the workforce that is actually eligible to 
participate in a retirement plan. When these ineligible employees 
are excluded, the coverage numbers improve quite dramatically. 
When using statistics that only deal with the eligible workforce it 
is estimated that 42% ofthe eligible small business workforce 
participates in a retirement plan and that 50% ofthe small business 
workforce is offered retirement plan coverage* 

Regardless of the interpretation of the numbers, there is a lack 
of retirement plan coverage in the small business sector. This exists 
for a variety of reasons. These reasons include among others- (i) 
the cost of contributions to a retirement plan; (ii) administrative 
costs; (m) the tax laws and regulations governing the system; and 
(iv) employee apathy. 9 

6 " A trust shall not constitute a qualified trust under §§ 401(a) i f the plan of 

wh.ch >t ,s a part requires, as a condition of participation in the plan, that an 

employee complete a period of service with the employer or employers maintaining 

the plan extending beyond the later of the following dates -(i) the date on which 

the employee attains age of 21; or (ii) the date on which he completes 1 year of 

service." I .R.C. §§ 410(l)(A)(i) and (ii) ( C C H 1998). 

7 "For purposes of this subsection, the term 'year of service' means a 12-month 

period dunng which the employee has not less than 1,000 hours of service " I R C 

§ 410(3)(A) ( C C H 1998). ' 

o ^ n ™ 1 1 ° f L a b ° r S t a t i s t i c s ' E m P ' ° y e e Benefits Small Business 1996 U S D L 

, o o n n B U r e a U ° f L a b ° r S t a t i S t i C S ' E m p l 0 y e e B e n e f i t s S m a 1 1 Business 1997 

9 David M . Kemps. "Barriers that Keep Small Employers From Sponsoring Re

tirement Plans at 1-3" (1998) (unpublished briefing paper, on file with author). 
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[2] Contribution and Administrative Costs 

Contribution and administrative costs can be significant, particu
larly for a small business. Small businesses are often wary of 
instituting a retirement plan because of the large anticipated 
expenses and the necessity of earmarking sources of capital to meet 
these expenses. Often the small business would prefer to use this 
capital elsewhere (e.g., to reinvest in the business). 

In a defined benefit plan, a future retirement benefit is projected 
for each participant and the company is obligated to make annual 
contributions to the retirement plan in order to fund it properly. 
These contributions are mandatory and must be made regardless 
of the profitability of the business in a given year. 1 0 Thus, a small 
business may be reluctant to commit to a defined benefit plan i f 
there are concerns as to the ability of the business to meet its future 
defined benefit obligations. The same is basically true of a money-
purchase pension plan and a target benefit plan. 

A profit-sharing plan or a 401 (k) plan (which has a profit-sharing 
chassis) does not obligate the company to make a contribution every 
year. 1 1 Thus, these plans allow the small business to determine 
whether it can afford to make a contribution to the plan in a given 
year and if so, how large the contribution will be. Because of the 
operation of the top-heavy rules, however, a small business cannot 
sponsor an employee-pay-all 401(k) plan unless the key employees 
are excluded from participating.12 Nevertheless, it is a mistake to 
assume that the costs for these types of plans are insignificant. 
Unless the business is fairly stable and profitable, the small business 
owner may find it difficult to sponsor even these flexible retirement 
plans. 

Example: Micro, Inc. ("Micro") a small business with four 
employees, sponsors a profit-sharing plan. The plan allows for a 
maximum employer contribution of 15% of total compensation. The 
total 1999 compensation for Micro's employees is $282,000. Micro 
has one owner, who is the highest-paid employee and receives 
compensation of $160,000. A l l cf th^ employees are eligible to 

1 0 I .R.C. § 412(a) and (b) ( C C H 1998). 
1 1 I .R.C. § 412(h)(i) ( C C H 1998). 
1 2 See, Top-Heavy discussion. § 2.03[3][c]. Treas. Reg. § 1.416-1 M - 2 0 Q & A 

Top-heavy regs. 
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participate in the plan. If Micro wishes to make the maximum 15% 
contribution on behalf of each employee, Micro's total 1999 
contribution to the profit-sharing plan would be $42,300. In addition 
to the contribution costs, retirement plans are expensive to adminis
ter. Administrative costs include: (i) costs of designing and prepar
ing the retirement plan, summary plan description and amendments 
thereto; (ii) investment fees to manage the retirement plan assets; 
(iii) record-keeninp costs- ( 

t o ' v- / r*~~~^iii5 uiotiiuuuuui anu iuans 
from the retirement plan; and (iv) educating participants." Accord
ing to a 1996 study by the Hay Group, a small business with 15 
employees faced $9,299 in yearly administrative costs for a defined 
benefit plan (or $620 per employee); while an employer with 10,000 
employees faced $683,258 in yearly administrative costs for a 
defined benefit plan or ($68 per employee)." Defined contribution 
plans are less expensive to administer but are still costly for small 
business. The same Hay Group study found that a small business 
with 15 employees could expect annual administrative expenses for 
a defined contribution plan in the range of $4,308 (or $287 per 
employee) while the employer with 10,000 employees could expect 
annual administrative costs for a defined contribution plan of 
$491,868 (or $49 per employee.). ^ 

[3] Tax Code 

ERISA and the Internal Revenue Code contribute to the lack of 
coverage. The rules and regulations governing the retirement plan 
system are complex and often require an ERISA expert to inter
pret.^ T h e r u , e s a n d r e g u i a t i o n s a I s o c h a n g e from t j m e t Q t j m e 

This requires retirement plans to be updated and amended. This also 

1 3 Kemps, supra note 11 at 2. 
i 4 C o n t e , supra note 4 at 20. 

15 hi. 
1 6 See e.g., I .R.C. § 416(g)(1)(A), Top Heavy Plan Requirements: "(1) In Gen

e r a l - ^ ) Plans Not Required to be Aggregated. -Except as provided in subparagraph 

(B). the term "top-heavy" means, with respect to any plan year-(i) any defined 

benefit plan ,1. as of the determination date, the present value of the cumulative 

accrued benefits under the plan for key employees exceeds 60 percent of the present 

va ue of the cumulative accrued benefits under the plan for all employees, and 

(..) any defined contribution plan if. as of the determination date, the aggregate 

of the accounts of key employees under the plan exceeds 60 percent of the 

aggregate accounts of all employees under such plan." 
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adds to the administrative costs. Currently, the IRS is requiring no 
fewer than seven amendments17 to retirement plans as a result of 
the Small Business Job Protection Act ("SBJPA") . 1 8 Contrary to 
common sense, small business plans are singled out for extra 
burdens and complexity via the top-heavy rules. 1 9 

[4] Lack of Interest from Employees 

Interestingly, small business employees (other than the owners 
and key employees) themselves also contribute to the lack of 
retirement plan coverage. Despite being in the employees' best 
interests, studies have found that employees are apathetic about 
retirement plans and their own retirement security. One survey 
found that 22% of small business owners stated lack of employee 
demand as the primary reason they did not offer retirement plans. 
In addition, 49% of small business owners would give the matter 
serious consideration if employees were to demand a retirement 
plan. 2 0 An EBRI/Gallup Poll found that 64% of employees ranked 
health insurance as the most important employee benefit while only 
18% ranked a retirement plan as the most important benefit. Five 
percent of the employees rank child care as the most important 
benefit. 2 1 When deciding to offer a retirement plan to its employees, 
the small business is faced with: (i) contribution costs; (ii) adminis
trative costs which on average are higher than those of its larger 
counterparts; and (iii) a complex set of rules and regulations that 
only a specialist can understand. Yet, most of the employees are 
not particularly appreciative of this employee benefit. There is little 
wonder why a small business may choose not to establish a 
retirement plan. 

1 7 See, e.g., S B J P A Supplemental Amendments for Plan Termination (Oct. 20, 

1997) (unpublished paper on fi le with IRS Ohio Key District). 
1 8 Small Business Job Protection Act of 1996, Pub. L . 104-188, 110 Stat. 1755 

(codified in scattered sections of 26 U . S . C ) . 
1 9 See, Top-Heavy discussion, supra, § 2.03[3][cj. 
2 0 Conte, supra note 4 at 20. 
2 1 Id. at 19. 



§ 2 - 0 3 57TH N . Y . U . INSTITUTE 2-10 

§ 2.03 T H E EVOLUTION OF THE S M A L L BUSINESS 
RETIREMENT P L A N 

After the enactment of ERISA, small business retirement plans 
continued to gain in popularity. We say this even though other 
prominent advisors maintain that the qualified retirement plan 
system never worked effectively in the small business context We 
know from tax advisors from all over the country that retirement 
plans tor small businesses were being established in record numbers 
after ERISA and prior to The Tax Equity and Fiscal Responsibility 
Act of 1982.22 Since many small businesses use prototypes offered 
by the major brokerage houses and insurance companies we can 
only surmise that if tax lawyers and pension administrators were 
drafting new plans in record numbers, these institutions must have 
also witnessed tremendous growth. Some of the data intended to 
support the proposition that small business was not really adopting 
retirement plans during this time is flawed. The data is based upon 
a time period that precedes the boom period of the late 70's, when 
plans were being adopted in record numbers. 

Stable small businesses were adopting plans because it became 
ey.dent to the owners of these businesses that a qualified retirement 
plan was the best way to save for retirement and to retain good 
staff employees. Costs of the plan were in good balance with the 
benefits to be derived from the plans-so plans were being adopted 
bees paid to administrators and pension specialists were reasonable 
Most importantly, companies were able to take actions knowing 
what the results would be. The system was working. 

Even though ERISA enacted sweeping changes in the qualified 
retirement system, the changes were accepted by most small 
businesses that sponsored retirement plans. ERISA required faster 
vesting and shorter waiting periods than prior law. 23 B y and large 
however, small business plans continued relatively unchanged At 
that time^aqualified retirement plan could be fully integrated with 

c > ^ 2 , T h , C o ? X E q U i ' y F i S C a ' R e s P o n s i b i l i t y Act of 1982. Pub. L . No 97-248 
Mat. 324 (codified as amended in scattered sections of 26. 28, 31 and 42 U S C )' 

to n r o v i i r 1 0 t h e C n a C t m e n t o f E R , S A ' qualified retirement plans were not required 
e ,ched , C , p a n t S W i t h V e s t e d ^ retirement plan until participants 

a a c h u l norma ret.rement age. S. Rep. No. 93-383. (1973), reprinted in 1974-3 
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Social Security. 2 4 After enactment of ERISA, most small busi
nesses retained their plans and restated them to comply with the 
new law. 2 5 

Immediately after ERISA, the rules governing the qualified 
retirement plan system were relatively straightforward and govern
ment regulation was not overly burdensome. 

[1] The 1980's — Constant Revision of the Tax Laws 
Underpinning the Private Retirement System 

Starting in the 1980's, the voluntary private retirement system 
began to be slowly buried by a relentless layering of complex tax 
laws. Congress began to amend and revise the tax laws governing 
retirement plans at an alarming rate. In the quest to find short-term 
revenue to offset the budget deficit, the long-term impact of a bill 
on the retirement system was not given sufficient consideration or 
weight. 2 6 

In the 1980's, Congress passed the following major laws which 
had a significant impact on retirement plans: The Tax Equity and 
Fiscal Responsibility Act of 1982 ( " T E F R A " ) ; 2 7 The Deficit 
Reduction Act of 1984 ( " D E F R A " ) ; 2 8 The Retirement Equity Act 
of 1984 ( "REA") ; 2 9 The Tax Reform of 1986 ("TRA 86"); ™ The 

2 4 Otherwise eligible employees who earned below the Social Security wage 

base did not earn any benefits in the qualified retirement plan. 
2 5 It was not unusual for these plans to be about 20 pages in length. Today 

most retirement plans are in the 50-75 page range due largely to the additional 

laws imposed since E R I S A . 
2 6 Paula A . Calimafde, 'The Impact of the Top-Heavy Rules on Small Business: 

Are They Justified Particularly in Light of the Tax Reform Act of 1986?" (1987) 

(U.S. S B A ) (App. A citing Effect ofTEFRA on Private Pension Plans: Hearings 

in the Tax and Equity and Fiscal Responsibility Act of 1982 Before the Subcomm. 

on Savings, Pensions, and Investment Policy, 98th Cong. (1983).). Effect ofTEFRA 

Hearings hereinafter cited as ' T E F R A Hearings." 

2 7 The Tax Equity and Fiscal Responsibility Act of 1982, Pub. L . No . 97-248, 

96 Stat. 324 (codified as amended in scattered sections of 26, 28, 31 and 42 U . S . C ) . 
2 8 The Deficit Reduction Act of 1984, Pub. L . No. 98-369. 98 Stat. 494 (codified 

as amended in scattered sections of 26, 28, 31, 40 and 42 U . S . C ) . 
2 9 The Retirement Equity Act of 1984, Pub. L . No. 98-397, Stat. 98 Stat. 1426 

(codified as amended in scattered sections of 26 and 29 U . S . C ) . 

30 The Tax Reform Act of 1986, Pub. L . No. 99-514, 100 Stat. 1951, 1964-65, 

1995 (codified in scattered sections of 19, 26, 28. 29, 42, 46 and 49 U . S . C ) . 
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Omnibus Budget Reconciliation Act of 1986 ("OBRA 87"); 3 1 The 

Omnibus Budget Reconciliation Act of 1987 ("OBRA 87"); 32 The 

Technical and Miscellaneous Revenue Act of 1988 ("TAMRA");33 

and The Revenue Reconciliation Act of 1989 ( " R R A " ) . 3 4 This was 

simply too much change for any system to assimilate properly. 3 5 

The frequency and complexity of these changes in the retirement 

plan area were greatly exacerbated by IRS regulations which were 

at times (i) untimely, (ii) effective retroactively, and/or (iii) difficult 

to comprehend even by ERISA specialists. Due largely to the 

rapidity of statutory changes, regulatory guidance was sometimes 

not issued until after the plans had to comply with the law change. 

In some cases, the change was so incomprehensible that IRS 

basically had to suspend operation of the law until it figured out 

what to do with the change. 36 This action by IRS was taken in an 

attempt to accommodate the companies sponsoring retirement plans 

but it reflects the utter chaotic state of affairs at that time. 

3 1 The Omnibus Budget Reconciliation Ac t of 1986, Pub. L . No. 99-509 100 
Stat. 1874 (codified in scattered sections of 5, 7, 12, 15, 16 26 30 31 42 45 
46 and 49 U . S . C ) . ' ' ' ' 

3 2 The Omnibus Budget Reconciliation A c t o f 1987 (Revenue Reconciliation 

Act O M 9 8 7 ) , Pub. L . No. 100-203. 101 Stat. 1330 (codified in scattered sections 

of 1. 2. 5. 7, 16. 19. 20, 22, 26. 29, 30, 33, 38, 42 and 45 U . S . C ) . 

3 3 The Technical and Miscellaneous Revenue Ac t of 1988, Pub. L . No. 100-647 

102 Stat. 1346 (codified in scattered sections of 26 and 42 U . S . C ) . 

3 4 The Revenue Reconciliation Act of 1989, Pub. L . No. 101-239 103 Stat 
2301 (codified in scattered sections of 26 U . S . C ) . 

3 5 Harold Apol insky. Esq., a well respected practitioner, wrote in 1990 to M r 

Gideon at the Department of the Treasury, " Y o u may recall that Wi lbur M i l l s 

mststed that there be 15 years between major tax laws. We had the 1939 Code 

the 1954 Code, and what we thought (erroneously by today's standards) was a 

major tax bil l in 1969. Such a time frame allows the taxpayers, their advisors 

and those ol you in tax administration to become comfortable with the system' 

t is constant change which is the problem." Letter from Harold Apolinsky (1990) 

on file w,th author). Mr . Apolinsky has also determined that from 1982 through 

m 8 there have been over 12,026 changes made to the Internal Revenue Code-

Comphat,on of Tax Law Changes from 1981-1998 by Harold Apolinsky (updated 
(on file with author). 

<*ZT\£rcXampU- I R ' C - § 4 0 1 ( 0 a m C n d e d b y T a x R e f o r m A c t o f " 1986, P L 99-514. 100 Stat. 1951. 
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[2] What Factors Led to this Onslaught of Legislation in 
the 1980's? 

What prompted the onslaught of complicated legislation which 
precipitated a decline in small business plan coverage? Several 
factors came together which resulted in a deadly combination for 
small business retirement plans. 

[a] Congress Faced a Serious Budget Deficit 

Congress looked for "easy" money — revenue which came from 
areas that either few noticed or few understood. The qualified 
retirement plan system based on technical provisions found in the 
tax code and in ERISA was particularly vulnerable. Few people 
understood the tax laws upon which the system rested. The vast 
majority of Americans never noticed nor understood the seemingly 
innocuous tinkerings of Congress on an obscure system until it was 
too late. 

Large business entities which had a powerful presence in Con
gress were not overly alarmed with the initial changes. Most 
changes, such as the imposition of the top-heavy rules, seemed to 
primarily affect small business retirement plans. 3 7 At this time big 
business was well represented in Congress while small business was 
perceived as relatively unimportant by Congress. 

By the end of the 1980's both of these factors would change. 
As Congress continued to change the tax laws underpinning the 
qualified retirement plan system, the actual changes themselves, as 
well as the sheer number of the changes, began to adversely affect 
larger plans also. Many of the changes that were contained in the 
top-heavy rules began to apply to larger plans, though by entirely 
different laws. For example, the top-heavy vesting schedule which 
was applicable primarily to small business retirement plans required 
that benefits vest at least as rapidly as under either of these 
alternative schedules: (i) 100% vesting upon completion of three 
years of service; or (ii) 20% vesting after two years of service, 40% 
vesting after three years of service, 60% vesting after four years 
of service, 80% vesting after five years of service and 100% vesting 

3 7 See Top-Heavy rules discussion, supra § 2.03[3][c]]. 
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after six years of service.» When these rules applied only to small 
business plans they were ignored by larger businesses as inapplica
ble and thus unimportant. At this time large plans often had vesting 
schedules where an employee received no vesting for the first nine 
years of service and upon completion of the tenth year received 
100% vesting. In other words, at the end often years, the employee 
had earned the right to his or her account balance or accrued benefit 
Another popular vesting schedule at this time for larger entities w , 
tne so-called "4-40" schedule which provided no "vesting for the 
first three years of service, 40% vesting upon completion of the 
fourth year of service, 5% additional vesting for the next two years 
and then 10% for each additional year of service thereafter At the 
end of eleven years, a participant had entirely earned his or her 
account balance or accrued benefit. 

T R A 86, however, changed the vesting schedules for all plans 
except those that were top-heavy) so that benefits had to vest at 
east as rapidly as under either of these alternative schedules- (,) 
100% vesting upon completion oi five years of service; or (ii) 20% 
vesting afte.-three years of service, 40% vesting after four years 
of service, 60% vesting after five years of service, 80% vesting after 
six years of service, and 100% vesting after seven years of 
service. 39 The differential between these vesting schedules and the 
top-heavy vesting schedules is fairly de minimis. It began to dawn 
on the larger business entities that the top-heavy vesting concept 
had been extended to all plans. ' 

Similarly, prior to TEFRA, a plan could be integrated with Social 
Security so that only those employees who had compensation in 
excess of the Social Security taxable wage base received a contribu-

wonM h e X T P l e ° f a " a C C C p t a b , e c o n t r i b u t i ° n formula at this time 
woul d h a V e been: 5.7% of a participant's compensation in excess 
of the Soc.a Security taxable wage base. This type of plan design 
was not available to top-heavy p I a n s because ofthe top-heavy rufes 
^ w e q w r e a minimum benefit. Thus a top-heavy plan would 

AcTor 1989 § » 4 K 6 l B , M S T e n d C d
 ^ T h C T a X E q u i t y a n d F i s c a l Responsibility 

^ f ^ 2 ^ : n r ^ 3 2 4 ™™ « — - i n

P scattered 

No 3 9 99 R S,W U'i!3 !̂̂  a m e n d e d ^ T a X R e f ° r m A c t 0 f I 9 8 6 - ^ b . L . 

Z 4 9 4 a f ^ ! % 4 - 6 5 ' 1 9 9 5 ( C O d i f i e d S C a l t e r e d a n i o n s of 19. -o . ^h. ^9, 42, 46 and 49 U . S . C ) . 
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have had a formula such as the following: 3% of a participant's 
compensation below the Social Security taxable wage base and 
8.7% of compensation above the Social Security taxable wage 
base. 4 0 T R A 86 imposed a new integration formula which required 
that all employees had to receive a contribution even if their 
compensation did not exceed the Social Security taxable wage 
base. 4 1 Rather than requiring a minimum benefit as the top-heavy 
rules did, the new integration formula simply required that a portion 
of the contribution be made on participants' compensation below 
the Social Security taxable wage base (or on all compensation). For 
example, an acceptable T R A 86 contribution formula for an inte
grated profit-sharing plan that was not top-heavy was the following: 
2.85% of compensation below the Social Security taxable wage base 
and 5.7% of compensation above. 

To a significant extent, the impact of this provision is almost 
identical to that of the minimum benefit in a top-heavy plan. The 
only differential is found in a plan that has an excess percentage 
of less than 6%, because a non-top-heavy plan will be allowed to 
integrate below 3%, so it is possible that a staff employee would 
receive a benefit of less than 3%. For example, a non-top-heavy 
plan could have a contribution formula of 2% of compensation 
below the taxable wage base and 4% above the taxable wage base, 
whereas a top-heavy plan would either have a contribution of 2% 
of all compensation (i.e., not integrated) or 3% of compensation 
below the taxable wage base and 6% above. 

Again, the trend was clear — the top-heavy rules themselves 
would not be imposed on the plans of larger business entities, but 
the same concepts would be extended by different means. Larger 
business entities now began to follow the pension legislation with 
real interest. 

At the same time, small business began to gain in political power. 
By 1989, with the repeal of the so-called Section 89 rules that 
Congress had been attempting to impose on the business community 
with respect to health care, it was clear that small business was now 
a major political force. 4 2 Unfortunately, by this time the damage 

4 0 I .R .C. § 416(c)(2) ( C C H 1998). 
4 1 I .R .C. § 401(1) ( C C H 1998). 
4 2 Small business became a political power due in part to the exploding growth 
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had already been done. It was not until the mid-1990's that 
courageous members of Congress realized they could simplify the 
retirement system and begin to restore it to its former vitality. 43 

[i] How Could a Major Change be Relatively Unimportant 
to Large and Mid-size Companies while Devastating to 
Small Companies? 

An examnlp of a c K o n m fU„» 1 i - j . • 

. r " ——6- U i a i uau a uevastating impact on small 
business retirement plans while being only moderately significant 
to large businesses was the cutback in retirement plan contributions 
enacted in 1982. Prior to TEFRA, the defined contribution limit 
on annual additions to a participant's account was $45,475 and the 
defined benefit limit was $136,425. TEFRA reduced the defined 
contribution limit to $30,000 and the defined benefit limit to 

in this sector combined with a retrenchment in the big business sector. The National 

Federatton of Independent Businesses ( "NFIB") became a major small bus nes 

ass tatton representing literally hundreds of thousands of small business The 

Small Busmess Legtslative Council ( " S B L C " ) was and is comprised of 100 trade 

N S B U ' r r i r 1 ? : " 0 6 5 5 a s s o c i a t i o n s - N a t i o n a i s ™ » e

d 

i l M , " l o c a t i o n of Women Business Owners ( " N A W B O " ) 

and e N a t l o n a l Association o f t h e Self-Employed ( "NASE") became a c t r T x l e 

Small Bus.ness Counci l of Amer i ca ( " S B C A " ) arose which specialized in 
protecttng the interests of small business tn the technical tax, e m P oyee e n e f i " 

and healthcare areas. The American Society of Pension Actuaries ( 'ASP>V') 

representmg actuaries and p,an administrators many of whom catered to the smal s*™^br A T A K E A N I N T E R E S T I N F E D E R A I T A X 

n T h i P ^ T A T , O N
 ° f P d v a t e P e n s i o n a n d W e l f a - P^ns 

APFVVP ) and The Proht Shanng/401 (k) Counci l of America ( " P S C A " ) both 

o wh,ch represented large and small enterprises were also influential in thJr gard 

A l so cructal were the White House Conferences on Small Business i„ Z 

mm a I o ^ T T ^ ' t 0 g e t h e r a , m o s t 2 0 0 0 S m a l > ^ lega te 

^ « O r , t h a m m e r e d
 ° U t 6 0 re—^tions for C o n f e s s 

(in par c ar the C ^ ' f r ° f ^ ^ S m a 1 ' B u s i n e S S Administration 

G o f 0 h ^ 1 9 o h f r

C O

f

U n S e 1 ' S w a i n ' f 0 r t h e 1 9 8 6 Conference and Jere 

conferences and in I P ' a y e d 3 m a i o r the success o f these 

i m P l e m e r d m t o T a : S m a " b U S i n C S S e S " * * * * t h e c o m m e n d a t i o n s 

B e n 3 c ? r d i n a l C o n n t i 0 n * ^ ° f Co^™™" Rob Portman, Congressman 
Roh r J C

c ° n 8 r e s s w o m a n Nancy Johnson. Congressman Earl Pomeroy Senator I : SE"AT0R JIM
 ^ n a t o r Chuck Crassley and SenaU^r B i n Roth 

to b n 0::t
e; °f

 ^ a n d t h e , r S , a f f m e m b - "aye worked tirelessly 
bnng retorm and s.mphficat.on to the voluntary retirement system. 
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$90,000. 4 4 Larger businesses were able to provide meaningful 
retirement benefits for their key employees through non-qualified 
plans. Due to the cutback in benefits that could be provided by the 
defined benefit plan, after TEFRA many large and mid-size employ
ers depended less upon their defined benefit plan to provide benefits 
for their key employees and more on non-qualified deferred com
pensation plans. Non-qualified plans are not subject to the I.R.C. 
§ 415 limits. 4 5 Because the non-qualified plans benefitted only the 
top-paid employees, a lack of interest by the company in the defined 
benefit plan resulted. There was little incentive to increase benefits 
since the increases could not benefit the key employees or the highly 
compensated employees. On the other hand, many larger and mid
size businesses did continue the defined benefit plans even though 
benefits stayed fairly static. 

What happened to small business retirement plans, however, was 
catastrophic. The cutbacks in benefits occurred at the same time 
that additional burdens (i.e., the top-heavy rules) and complex 
regulations were being imposed. Small business perceived the 
system as biased against the key employees and the owners. It was 
perceived as too expensive as well as difficult, if not impossible, 
to understand. The small business owners determined that the costs 
outweighed the benefits to be derived for the key employees. 
Accordingly, existing plans were terminated in droves and new 
plans were not established. 

[b] Congress Wanted to Rid the Qualified Retirement System of 
Abuses and Make it More Equitable 

Proponents of the top-heavy rules believed that these rules were 
necessary to cut back on the "tax shelters" (i.e., qualified retirement 
plans) for the "rich" professionals (e.g., doctors and lawyers) and 
to ensure that more of the benefits were distributed to the staff 
employees. The reasoning was that a qualified retirement plan 
which covered one doctor and two or three nurses and allowed the 
doctor to build up a large retirement benefit amounted to an 
undesirable tax subsidy. The goal of the tax subsidy underlying the 

4 4 The Tax Equity and Fiscal Responsibility Act of 1982, Pub. L . No. 97—248, 

96 Stat. 324 (codified as amended in scattered sections of 26. 28. 31 and 42 U . S . C ) . 
4 5 I . R . C § 457 limits non-qualified plans somewhat but it is applicable to tax-

exempt entities only. 
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qualified retirement plan system was to promote retirement plan 
coverage for all employees. Many individuals, however, believed 
that the tax subsidy was not achieving the desired goal since benefits 
for key employees were too high while benefits for staff employees 
were too low. Hence, the top-heavy scheme was created to make 

7 4 ™ ! t a f f e m p l 0 y e e s r e c e i v e d r e a l benefits. Other provisions 
of TEFRA severely reduced the contributions or benefits the highly 
compensated employees could otherwise receive. 

Did the rules work? Yes, to a limited extent, but at a cost of 
extensive complexity and substantial dollars spent on plan amend
ments and administration. 

Example: An actual situation illustrates the problems inherent 
in the top-heavy rules. This situation involved a successful restau
rant, gift and antique shop operation in a busy suburb. The company 
had two stockholders, four or five managers and 50 to 60 staff 
employees. It sponsored a money purchase pension plan and a 
defined benefit plan. The pension administration firm used by this 
company determined that the plans were top-heavy and the costs 
of maintaining the defined benefit plan with the 2-percent defined 
benefit minimum benefit prohibitive. The company then hired an 
attorney to review the pension administration firm's findings The 
attorney realized that the administration firm had not reviewed the 
employee census for the preceding four plan years and had missed 
wo key employees who had received distributions from the plans 

three years prior. The attorney also discovered that the plans had 
not been aggregated together to determine top-heavy status The 
attorney concluded that the plans were not top-heavy in the 
determination year, but would have to be reviewed fairly regularly 
because the plans were close to becoming top-heavy, particularly 
.f the company offered stock to one of its key managers which it 
had planned to do. The company was informed that as required by 
the new law both plans would have to be amended to include all 
or the top-heavy rules. These amendments cost about $3 000 to 
implement. As a result, $6,000 poorer due to legal and pension 
administration fees, this company, its plans and employees were 
exactly where they were when they started this exercise. Perhaps 
the employees were lucky, however, for if indeed the plans had 
been determined to be top-heavy, the company would surely have 
terminated its defined benefit plan 
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What can be learned from this example? First and foremost, the 
proponents of the top-heavy rules forgot that small business is not 
synonymous with "rich" doctors and lawyers. They forgot the 
manufacturers, the retailers, the construction companies, and the 
other business services, much less the "poor" doctors arid lawyers. 
They did not understand the real life situation hi a small business 
attempting to comprehend the morass of top-heavy rules and to 
implement them correctly. The proponents of the top-heavy rules 
forgot that most small business owners did not make $200,000. 4 6 

They neglected to realize that small business was already over
whelmed in regulatory paperwork and would not graciously accept 
additional complexity and paperwork in the area of their retirement 
plans. 

Instead of the top-heavy rules, a few clear rules applicable to 
all plans would have been far more effective and could have 
accomplished the same reforms. The problems which were deemed 
most abusive — integrating staff employees out of a plan by Social 
Security and designing a very "rich" defined benefit plan for the 
owners of a small business could have been curbed far more 
effectively by two or three provisions such as the integration 
provisions contained in the T R A 86 and the phase-in of the 
maximum defined benefit limitation over ten years of participation 
in the plan also contained in T R A 86. 

Is the small plan merely a tax shelter? This allegation is not only 
unfair, but destructive. Referring to small plans as tax shelters is 
the type of comment newspaper reporters pick up and bandy about 
while the true economic substance of the plan goes unnoticed. The 
qualified retirement plan, whether small or large, creates significant 
rights for the plan participants and generates significant costs for 
the company. Funds in a retirement plan are not tax sheltered, rather 
they are tax deferred until the participants receive them, at which 
time they are brought into the participant's gross income. Practition
ers who specialize in the small business retirement plan area know 
that plans which benefit the owners of small businesses also provide 
significant benefits for the staff employees. 

4 6 Two hundred thousand dollars was the limit put in place by the top-heavy 

rules with respect to top-heavy plans. I .R.C. § 416(d) repealed by The Tax Reform 

Act of 1986. Pub. L . No. 99—514, 100 Stat. 1951, 1964—65, 1995 (codified in 

scattered sections of 19, 26, 28, 29, 42, 46 and 49 U . S . C ) . 
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[3] The Top-Heavy Rules and How They Were Designed to 
Primarily Impact Small Business Retirement Plans 

Finally, a word about top-heavy plans — the so-called "suspect" 
plans from Treasury's viewpoint. Probably 80 to 90 percent of all 
plans sponsored by a privately held company are top-heavy. This 
is because of the simple mathematical test which is used by the 
Internal Revenue Code. 4 7 It should not be a surprise that non-key 
- . . . r . ^ j ^ l l l v „ ^ u l l c u l l l i U l u w n e r s ana Key employees. People 
think of top-heavy plans as extremely small but companies with 
100 to 200 employees can be top-heavy or in all likelihood will 
become top-heavy in the next few years. Most small business 
owners will be able to retire with some security only if they have 
funded a retirement plan at fairly generous levels or are able to sell 
the.r business. Retirement benefits in the small business context are 
provided primarily by the retirement plan; this is not true for key 
employees in a large company. In the large company context, other 
vehicles provide most ofthe retirement savings for top management. 
Because of the tax code, most small businesses are not able to use 
the non-qualified plans such as golden parachutes, non-qualified 
excess benefit plans or top-hat plans utilized by larger business 
entities. Because of this, most top-heavy plans provide valuable 
benefits for all employees — both highly compensated and non-
highly compensated. It is not unusual for a small business retirement 
plan to prov.de benefits far in excess of five percent of compensa
tion, though this is unusual for the larger business plans. 

[a] What is a Top-Heavy Plan? 

A top-heavy plan is one in which the combined account balances 
or the present value of accrued benefits 4« f o r "key employees"« 

4 7 I .R.C. § 416 ( C C H 1998). 

4 8 "Account balance" is a term relevant to defined contribution plans Defined 

contnbutton plans include money-purchase pension plans, profit-sharing plans, 

(mcludrng 401(k) plans) and target benefit plans. The amount of contributions 

which can be made on behalf of each participant is limited by I.R C § 415(c)(1) 

Ihe amount a participant receives at the time of separation from service is equal 

lo his vested portion of the total contributions made by the employer plus earnings 

on those contributions and forfeitures, i f applicable. Treas. Reg. § 1 4 1 6 - 1 T - 2 4 

y & A . This ,s what is referred to as the participant's account balance. "Accrued 

hene U ,s a term which is generally used in the context of a defined benefit plan 

uelincd bcnelit plan promises a designated benefit at retirement so the concept 
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exceed 60% of the combined accounts or accrued benefits for all 
employees under the plan. To determine whether a plan is top-
heavy, certain plans sponsored by the employer are required to be 
aggregated and others are allowed to be aggregated. In order to 
determine if a plan is top-heavy, the key employees of the employer 
for the plan year and the four preceding plan years must be 
ascertained.50 

Once a determination is made as to who is a key employee, the 
company must then calculate the account balances or the present 
value of accrued benefits for each of the key employees and non-key 
employees. In order to make this calculation, among other things 
the company must take into account distributions made to any key 
employee during the four-year look-back period. Generally, the 
smaller the company, the more likely it is that the plan(s) it sponsors 
will be top-heavy. This is merely a function of mathematics—the 
fewer the staff employees as contrasted to shareholder/employees 
and officers, the more likely it is that 60% of the account balances 
or accrued benefits will be attributable to key employees. 

For example, a company with 10,000 employees which has 
shareholders that are not employees and a small group of officers 
who are receiving their retirement benefits primarily in the form 
of nonqualified deferred compensation will never have a top-heavy 
plan. A new company with 15 employees in which five are 

of account balances and earnings is not meaningful in the context of this type 

of plan. Rather there is a single fund for the entire plan which pays out the promised 

benefits upon retirement or other events permitting distributions. The company 

relies on an actuary to determine what contributions are necessary to keep the plan 

properly funded to meet the retirement obligations. Participants accrue their 

retirement benefits either on the basis of years of service or years of participation 

in the plan. Treas. Reg. § 1.416—1 T—25 Q & A . To complicate matters further, 

the term "accrued benefit" technically also encompasses the term "account balance" 

in the defined contribution context. Treas. Reg. § 1.416—1 T—-24 Q & A . 

4 9 A key employee is an employee who at any time during the plan year or 

any of the four preceding plan years is (i) an officer receiving more than 50% 

of the dollar amount specified in § 415(b)(1)(A) (currently $30,000), (ii) one of 

the top ten employees with annual compensation of more than the dollar amount 

specified in § 415(c)(1)(A) who owns the largest interests in the employer, (iii) 

a 5% owner, or (iv) a \% owner with annual compensation of more than $ 150,000. 

I .R.C. § 416(i) ( C C H 1998). 
5 0 Id. 
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shareholders or officers, however, will almost always have a top-
heavy plan. This is why the top-heavy rules are deemed discrimina
tory toward small to mid-size companies. 

[b] What's the Difference Between a "Key" Employee and a 
"Highly Compensated" Employee? 

TRA 86 made significant changes in existing law which affected 
the top-heavy ruies either directly or indirectly. One of these 
changes was the development of a new classification of employees 
called "highly compensated employees." si These are employees 
who at any time during the year or the preceding year: (i) were 
5% owners (same definition as that under top-heavy plans)- (ii) 
earned more than $75,000 annually; (iii) earned more than $50 000 
annually and were in the top 20% of employees ranked on the basis 
of compensation, or (iv) were officers who received 150% of the 
dollar limit on annual additions to a defined contribution plan 
(currently $30,000).52 

There were qualifications and definitions for each of these 
categories. For example, no more than 50 employees were treated 
as officers (or if less, the greater of three employees or 10% of 
the employees). Another example — to determine the top-paid 
group (top 20% of employees), an employer may exclude- (i) 
employees who have not completed six months of service- (ii) 
employees who usually work less than 17-1/2 hours per week or 
fewer than six months a year; (iii) employees covered by a 
collective bargaining agreement; and (iv) employees who have not 
atta.ned age 21. The definition of "highly compensated employees" 

5 1 I .R.C. § 414(q)(l) ( C C H 1998). 

. . " J o ? m ° d i f i e d b y S B J P A - F ° r p i a n y e a r s b e S i n n i n g a f t e ' December 
- i . \ JW. a highly compensated employee includes highly compensated active 
employees and highly compensated former employees. A highly compensated 

c ,ve employee means any employee who - (A) was a 5-percent owner (as 

dchned ,n Section 416(i)(l) of the Code) of the employer at any time during the 

c u r r e n t s the preceding year, or (B) for the preceding y e a r - (i) had compensation 

rorn the employer in excess of $80,000 (as adjusted by the Secretary pursuant 

to Section 415(d) of the Code, except that the base period shall be the calendar 

quarter endmg September 30, 1996), and (ii) i f the employer elects the application 

o> this clause tor such preceding year, was in the top-paid group of employees 

or such prcccd.ng year. I .R.C. § 414(q)(l) as amended by S B J P A of 1996 Pub 

104—188, l l ( ) Stat. 1755 (codified in scattered sections of 26 U . S . C . A . ) . 
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under T R A 86 is more inclusive than the definition of "key 
employees" under TEFRA because it includes employees who do 
not own any interests in the employer but who are deemed to be 
highly compensated. Initially two of the four categories of employ
ees were identical as between key employees and highly compen
sated employees: officers and 5% owners. The counterpart to the 
key employee definition of one of the top ten employees owning 
the largest interests in the employer is the provision in the highly 
compensated definition for the top 20% of employees based on 
compensation who receive more than $50,000. The corresponding 
provision to the key employee definition of a 1% owner having 
annual compensation in excess of $150,000 is any employee with 
compensation in excess of $75,000. The highly compensated 
definition, even though broader, is basically a parallel provision to 
the key employee definition. 

For small-to-mid-size plans, maintaining the two separate, but 
parallel, concepts of key employees and highly compensated 
employees created additional complexity. For example, the top-
heavy key employee concept requires a plan administrator to "look 
back" over the current plan year and the preceding four plan years 
to determine who is included as a key employee. To determine 
whether the plan is, in fact, top-heavy, distributions made within 
the look-back period are added back to key employee account 
balances. If a non-key employee during the plan year was a key 
employee during any prior plan year, for example, then the present 
value of the account balance is not taken into account. Now the 
plan administrator must also look to the present plan year and back 
one preceding plan year to determine who is a highly compensated 
employee. In all likelihood, this group will not have the same 
members as that of the key employee group. Next the plan adminis
trator must determine whether the coverage and discrimination tests 
are met with respect to the highly compensated group of employees. 
One wonders what the tax policy underlying this type of parallel 
classification could be. 

[c] What are the "Special Rules" for a Top-Heavy Plan ? 

Basically, a top-heavy plan must use accelerated vesting sched
ules, provide minimum benefits and limit compensation for plan 
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purposes to $200,000. This limit has now been dropped to $150 000 
indexed for inflation (currently $160,000).: 53 

[i] Vesting 

Vesting is a concept which rewards employees for their length 
of service with the employer. Credit is given for each year of 
service, which is generally defined as 1,000 hours of service during 
a twelve-month period. 5 4 

A top-heavy plan must vest benefits at least as rapidly as the 
following alternative schedules: (i) no vesting for the first two years 
of service and 100% vesting upon completion of the third year of 
service, or (n) no vesting for the first year of service and 20% 
vesting upon completion of each year of service thereafter, ss 

Small-to-mid-size plans have traditionally had faster vesting 
schedules than large plans because of the concern that the smaller 
plan could be deemed to be discriminatory in operation. If upon 
audit IRS determined that a plan discriminated in operation in favor 
of the owners of the business or the highly compensated employees 
then the plan would be disqualified. For instance, discrimination 
in operation could be found in a small plan if after ten years of 
operation, no employee other than the owners or highly compen
sated employees had ever vested under the plan or there were a 
series of staff employee firings just before the staff employees 
would have entered the plan. 

[ii] Minimum Required Contributions 

The second special requirement for top-heavy plans is that they 
must provide minimum required contributions in the case of a 
defined contribution plan or minimum required accrual of benefits 
m the case of a defined benefit plan. In a defined contribution plan 
the employer must make a plan contribution equal to 3% of 
compensation for every non-key employee who is a participant in 
the plan, unless the highest percentage contribution for a key 
employee ,s less than 3%, in which case the highest actual percent-
age torjuryjcey employee becomes the minimum contribution. 

1 W 'p^ 'h ' f 1° a S a m e n d £ d b y ° m n i b u S B u d S e t ^ c o n c i l i a t i o n Act of 
Pub. L . No. 103—66. 107 Stat. 312 (1993). 

5 4 I .R.C. § 411(a) ( C C H 1998). 
5 5 I .R.C. § 416(b) ( C C H 1998). 
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Example: A top-heavy money-purchase pension plan requires 
a contribution for each participant equal to 1% of his or her 
compensation. The required minimum contribution in this plan is 
1 % because no key employee receives a contribution greater than 
1 %. On the other hand, if a plan allows any key employee to receive 
a contribution of greater than 3%, then all non-key employee-
participants must receive a 3% minimum contribution (of course 
the employees can receive more — they just can't receive less). 

For a defined benefit plan, the participant must receive an accrued 
benefit which, when expressed as an annual retirement benefit, is 
equal to 2% multiplied by the participant's years of service, but 
not in excess of 20%. In the context of a top-heavy defined benefit 
plan, the non-key employees must accrue this minimum benefit 
even if it is more than the normal retirement formula under the plan. 
This means staff employees can receive more than the key employ
ees receive under the plan. 5 7 

Example: Assume the normal retirement formula in a top-heavy 
defined benefit plan is 1.25 percent of compensation multiplied by 
years of service. Under the top-heavy rules, the non-key employees 
are required to receive a 2 percent per year of service accrued 
benefit which in the illustration would be.75 percent greater than 
that received by the key employees. (This was one type of plan 
that was terminated shortly after the top-heavy rules not only 
because the plan became too expensive to operate, but also because 
it was deemed inequitable since the highly compensated employees 
received less than the non-key employees.) 

[iii] Compensation Limited to $200,000 

The third major provision of the top-heavy rules was that a 
participant's compensation in excess of $200,000.00 cannot be 
taken into account under the plan. 5 8 As discussed above, this 
provision has been superceded by I.R.C. § 401(a)(17), which 
applies to all qualified retirement plans. 5 9 

5 6 I .R.C. § 416(c)(1) ( C C H 1998). 
5 7 Treas. Reg. § 1.416—1. M — 5 Q & A . 
5 8 I .R.C. § 416(d) amended by the Tax Reform Act of 1986, Pub. L . No. 99— 

514, 100 Stat. 1951, 1964—65, 1995 (codified in scattered sections of 19, 26, 28, 

29, 42, 46 and 49 U . S . C ) . 
5 9 Interestingly, I .R.C. § 401(a)( 17) docs not apply to S I M P L E IRA plans. 
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[iv] Complex Rules When a Non-Key Employee is a 
Participant in Both a Defined Contribution Plan and a 
Defined Benefit Plan 

There are a number of complicated rules which apply when a 
non-key employee is a participant in both a defined benefit plan 
and a defined contribution plan. Set forth below are portions of a 
Treasury regulation «> which expanded the statutory language of 

s , . ^ v v ^ j r u n u lGcugnmuM. iNote tne ettect of these 
regulations is to dramatically increase the minimum required 
contributions and/or benefits in certain cases and creates a basic 
bias against small business defined benefit plans as opposed to 
defined contribution plans. 

M—12 Q. What minimum contribution or benefit must be 
received by a non-key employee who participates in a top-heavy 
plan? J 

A . . . . In the case of employees covered under both defined 
benefit and defined contribution plans, the rules are more compli
cated. Sect.on 416(f) precludes, in the case of employees covered 
under both defined benefit and defined contribution plans either 
required duplication or inappropriate omission. Therefore such 
employees need not receive both the defined benefit and the defined 
contribution minimums. There are four safe harbor rules a plan may 
use in determining which minimum must be provided to a non-key 
employee who is covered by both defined benefit and defined 
contribution plans. Since the defined benefit minimums are gener
ally more valuable, if each employee covered under both a top-
heavy defined benefit plan and a top heavy defined contribution 
plan receives the defined benefit minimum, the defined benefit and 
defined contribution minimums will be satisfied. Another approach 
that may be used is a floor offset approach" under which the 
defined benefit minimum is provided in the defined benefit plan 
and .s offset by the benefits provided under the defined contribution 
plan. Another approach that may be used in the case of employees 
covered under both defined benefit and defined contribution plans 
^ jop rove^us ing a comparability analysis" that the plans are 

6 0 Treas. Reg. § 1.416-1 G—12 Q & A and M - 1 4 Q & A . 
6 1 Rev. Rul . 76—259. 1976—2 C . B . 111. 

R e g ' ^ . ( a j ^ 0 2 - 1 9 8 l _ 2 M - T H i S ; 1 P P r ° U C h S U P e r C e d e d b y T r e -
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providing benefits at least equal to the defined benefit minimum. 
Finally, in order to preclude the cost of providing the defined benefit 
minimum alone, the complexity of a floor offset plan and the annual 
fluctuation of a comparability analysis, a safe haven minimum 
defined contribution is being provided. If the contributions and 
forfeitures under the defined contribution plan equal 5% of compen
sation for each plan year the plan is top-heavy, such minimum will 
be presumed to satisfy the I.R.C. § 416 minimums. 

[v] Legislative History of the Top-Heavy Rules 

The top-heavy rules were not included in either the House or 
Senate B i l l . They were introduced in the Conference Committee. 
There were no public hearings prior to enactment. There are no 
comments in the Conference Report which would indicate Congres
sional purpose or intent.6 3 Eight months after passage, the Senate 
Subcommittee on Savings, Pensions and Investment Policy con
vened hearings. Almost all testimony was against the top-heavy 
rules. Outright discrimination against small business, complexity, 
high costs, and frequency of change were all cited as reasons why 
these rules should be repealed.6 4 

[4] A System that Confounded the Best and the Brightest 

As the 1980's drevy to a close, the laws governing the retirement 
plan system confounded the "best and the brightest" — the elite 
of the pension world. Few, if any, retirement plan specialists could 
honestly say that they completely understood retirement law at this 
time or the more important ancillary, that the plans they represented 
were operating in compliance with the law. Not only were the 
practitioners who worked exclusively in this area baffled but so 
were the people at IRS and Treasury working at the very highest 
levels. This dismal state of affairs was the result of overly complex, 
piecemeal legislation. 6 5 This was the result of legislation where one 
small change in one section of the Internal Revenue Code impacted 
ten other sections — though the impact on some of these sections 
was often not discovered until months after the legislation had been 
passed. An example of this can be found in the defined benefit plan 

6 3 T E F R A Hearing at 672. 
6 4 Id. 
6 5 Id. (citing T E F R A Hearing at 113). 
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area with respect to the requirement that defined benefit plans be 
funded on a quarterly basis. The law sets forth the corridors for 
funding this quarterly liability.™ Unfortunately, these corridors 
often directly conflict with the maximum permissible deductible 
amount under the minimum funding rules applicable to defined 
benefit plans. When the interrelationship of these Code Sections 
and the problem of a forced overfunding and attendant 1 0 % penalty 
became evident to the Service, it devised a lengthy and burdensome 
procedure by which plans could extricate themselves from this 
absurd situation. Unfortunately, the procedure itself was costly and 
considered overreaching by many actuaries. This situation was 
finally resolved by the Retirement Protection Act of 1994 (nart of 
G A T T ) . 6 7 V F 

[5] Termination of Existing Plans and Dramatic Slowdown 
of New Plans 

By the 1990's, statistics had become available which showed that 
retirement plan terminations had escalated rapidly in the mid-to-late 
1980's while new plan adoptions in the same time period had 
declined dramatically. Internal Revenue Service data showed that 
determination letter requests for new retirement plan establishments 
declined from approximately 85 ,000 requests in 1982 to 2 9 0 0 0 in 
1989 . 68 Conversely, the number of plan termination requests 
increased markedly from 15,000 in 1982 to 29 ,000 in 1989 <* This 
was the result of the (i) additional costs and complexity injected 
into the private retirement system during the 1980 's and (ii) 
dramatic cutbacks in the retirement benefits that could be offered 
a l s o d u ^ h e 1980's. TO B y the beginning of the 90's, it became 

6 6 I . R . C § 4I2(m)(3)(B) ( C C H 1998). 

6 7 Retirement Protection Act of 1994, Pub. L . 1 0 3 - 4 6 5 , 108 Stat. 5026 (codi-
n td as amended in scattered sections of 26 U . S . C ) . 

6 S E B R I . Datahook on Employee Benefits, 3rd Edition (on file with authors). 
6 9 Id. 

7 0 Congress gave little credence to the remarks from employers explaining that 

unless constant changes in the rules stopped and simplicity was restored they 

2 Z S T , 6 , ; 0 T ' ™ 6 P l a n S ' M a n y C a " r e c a " s t a f f m e m b e r s * this time 
s a m g t h a l the change in the laws was not a "big deal" and that all business had 
u» uo was change their software to accommodate the changes required by the law . 

c all know.ng ivory-tower attitude implicit in these oft-repeated statements is 

stunning to contemplate. These often young staff members, generally lacking 
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evident to those who wanted to increase retirement plan coverage 
that it was imperative to return stability and clarity to the voluntary 
qualified retirement plan system. Costs for administration had to 
once again become reasonable. Once again companies would have 
to be able to rely on the assurances of their advisors so that they 
could take actions knowing what the results would be. 

§ 2.04 THE BEGINNINGS OF C H A N G E 

Small business began to let its views be known at the 1985 White 
House Conference on Small Business. At this conference about 
1800 delegates from all over the country hammered out the top 60 
recommendations which they wanted Congress to consider. The 
20th recommendation to emerge from this conference stated: To 
promote the retirement security of our nation's employees, Congress 
must support and promote the continued viability of the private 
retirement system in the small-business community. In support of 
this goal, there must be a five-year moratorium on further changes 
in our private retirement plan laws except for the following changes 
which we recommend: (a) promote parity between large and small 
plans and between private and public sector plans; (b) simplify 
filing requirements and paperwork; (c) increase contribution benefit 
limits, including those applicable to 401(k) plans and IRAs, to be 
at least as great as the pre-1986 tax reform act limits; and (d) in 
the multi-employer sector, reform Multi-Employer Pension Laws 
to curtail or eliminate withdrawal liability. 7 1 

experience in the business world, were able to summarily dismiss the millions 

of man hours these changes required. Businesses with qualified retirement plans 

were required to: (i) communicate all of the changes to employees; (ii) review 

and understand the changes; (iii) redesign the plan so that costs were kept in line 

and (iv) draft amendments to and restatements of the retirement plans, summary 

plan descriptions and other communications to employees. Business had to give 

millions of dollars to their advisors to keep these plans in compliance and assist 

with the above work. Unfortunately, these were millions of dollars that could have 

gone to plan participants. The small cadre of staff members who developed the 

retirement plan tax policy in the 80's also said quite frequently that the employers 

were "crying wolf ." The data did not show that plans were being terminated. 

Unfortunately, it took a number of years for the data to be compiled and once 

it was, it showed only too clearly that the employers had been telling it straight. 

7 1 The White House Conference on Small Business (A Report to the President 

of the United States) (November 1986). 
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At the 1986 White House Conference on Small Business, small 
business owners expressed their concerns about the retirement plan 
law. Many delegates voiced concern over the impact of the faster 
vesting schedules. They believed faster vesting was causing em
ployees to leave their jobs sooner than they otherwise would They 
also felt that greater benefits were being paid to the transient 
employees instead of to the more loyal employees. Not surprisingly, 
the reduction n, benefits as weii as overly complex rules were the 
major complaints. Many delegates called for the repeal of the top-
heavy rules. 

^ The Association of Private Pension and Welfare Plans 
("APPWP") issued an outstanding white paper entitled "Pension 
Gridlock." 72 This paper set forth in understandable language the 
problems that the qualified retirement system, including those 
encountered specifically by small business, was facing. It also set 
forth a number of suggested legislative changes that if enacted 
would restore health to the system. The Small Business Council 
of America ("SBCA"), independently, had come to many of the 
same solutions that APPWP had advanced in "Pension Gridlock " 
The S B C A educated and discussed these issues with many of the 
delegates to the White House Conference. "Pension Gridlock-
combined with the recommendations to emerge from the White 
House Conferences on Small Business began the process of Con
gress rethinking its policy on retirement plans. A dawning that 
legislation would be required to bring back simplification and 
incentives began. 

Shortly after the conference, the Office of Advocacy at the Small 
Business Administration began to award contracts to determine 
whether the top-heavy rules should be repealed and to ascertain the 
impact of governmental regulation on the small business retirement 
system. The Office of Advocacy began to actively assist small 
^ » s e ^ m bringing the retirement system to a rational basis. 

72 The Ass 'n of Private Pension and Welfare Plans. "Gridlock: Pension Law 
In Crises and the Road to Simplif icat ion." 
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§ 2.05 PERCEPTION B Y THE OWNERS A N D K E Y 
EMPLOYEES T H A T RETIREMENT P L A N M O N E Y IS LESS 

A T T R A C T I V E T H A N OTHER ASSETS 

In order to fully promote retirement plans in the small business 
sector, there will need to be a change in how retirement plan money 
is perceived by small business owners, their key employees and 
their advisors. Small business owners are often told by their 
advisors, by the media or otherwise, that if they die with retirement 
plan money, only about 25% or less of this money will be left to 
their heirs. Retirement plan money gives rise to income in respect 
of a decedent (i.e., income tax is due on the retirement funds). At 
the same time, estate tax is also due on the retirement funds. Thus, 
if the federal and state income tax rate is approximately 40% and 
the estate tax is approximately 50%, one can see how most of this 
money is sent to the Federal Government. Prior to January 1, 1982, 
retirement assets were not taxed as part of a decedent's estate.73 

At that time, retirement plan assets were exempt from Federal estate 
tax (but were, of course, subject to income tax). Then in 1982, I.R.C. 
§ 2039(c) was amended so that only the first $100,000 of retirement 
plan assets were exempt from estate tax. 7 4 By 1985, all retirement 
assets of plan participants who were not in pay status as of 
December 31, 1984, were fully subject to estate tax. 7 5 This problem 
had been further compounded by the so-called 15% excise tax on 
"excess" retirement accumulations that applied both to lifetime 
distributions and at death. 7 6 This chilling tax was repealed in 
1997. 7 7 

7 3 1.R.C. § 2039(c) ( C C H 1998). 
7 4 I .R.C. § 2039(g) ( C C H 1998). 
7 5 I .R.C. § 2039(c) & (g) repealed by The Deficit Reduction Act of 1984, Pub. 

L . No. 98—369, 98 Stat. 494 (codified as amended in scattered sections of 26, 

28, 31, 40 and 42 U . S . C ) . 
7 6 I .R.C. § 4980A ( C C H 1998). 
7 7 T a x p a y e r Relief Act of 1997, Pub. L. No. 105—34. § 1037(a), 111 Stat. 788 

(1997). Repeal was largely due to the efforts of Senator Gramm of Texas. The 

S B C A had discussed this issue in testimony before the House Small Business 

Committee on Pension Reform and Simplification on September 5, 1995. It also 

discussed this issue with the Off ice of Advocacy at the U.S . S B A , at the White 

House Conference on Small Business, particularly at the 1995 Conference and 

with members of the Ways and Means Committee and Finance Committee so that 

these Committees and the small business community were familiar with the issue. 
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Because so much retirement money can be lost to taxes at the 
participant's death, 7 8 j t will be difficult to persuade some small 
business owners to make significant contributions to the plan. 
Worse, if the advisers tell the owner(s) that he, she or they have 
"too many" retirement plan assets, contributions are likely to decline 
in that particular plan. If the tax law on retirement plan assets were 
changed so that it no longer subjected these assets in whole or in 
part io estate tax, then it is iikeiy that there would be greater 
contributions to the retirement plans which will benefit all small 
business employees. Income tax is due and payable when retirement 
plan assets are distributed from a retirement plan or an IRA. Thus, 
if all the retirement assets are paid out in a lump sum, then all of 
the retirement assets are subject to income tax. 7 9 If retirement plan 
assets are removed slowly, however, for example, by utilizing the 
required minimum distribution rules, 8 ° then the impact of the 
income tax is ameliorated. The problem, of course, arises when the 
small business owner passes away. Absent sophisticated estate 
planning, including most often significant amounts of life insurance 
purchased only to pay federal estate taxes, the estate will be hit 
with an estate tax equal to roughly 40 to 50% of the total value 
of the estate. This tax is due and payable nine months after death.8 1 

Often the only available liquid assets to pay the estate taxes are 
the retirement plan assets. As discussed, these are among the worst 
assets to use to pay estate taxes since the distribution triggers the 
income tax (via the income in respect of a decedent). Estate taxes 
often hit small business owners disproportionately hard. Many small 

Other groups such as A S P A , A P P W P , P S C A and the U .S . Chamber had also 

discussed this issue with members of Congress and their own members. 
7 8 If a participant leaves his/her surviving spouse the entire retirement plan bal

ance, then federal estate taxes can be deferred to the surviving spouse's death 

because of the estate tax marital deduction. I .R.C. § 2056 ( C C H 1998). 
7 9 Prior to 1986, if an individual took a lump sum payment ten-year income 

averaging was available. A grandfather provision was available for individuals who 

had attained the age of 50 by January 1, 1986. Ten-year income averaging was 

replaced with five-year income averaging in 1986 T R A 86 P .L . 99—514. Five-year 

income averaging was repealed by the S B J A effective January 1, 1999 S B J P A 

of 1996, Pub. L . 1 0 4 - 1 8 8 . 110 Stat. 1755. Thus, income tax averaging is now 

only available to the grandfathered group. 
8 0 I .R.C. § 401(a)(9) ( C C H 1998). 
8 1 I .R.C. § 6075(a) ( C C H 1998). 
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business are owned by women or by minorities. 8 2 Only 30% of 
family businesses make it through to the second generation. Seventy 
percent do not. Only 13% make it through the third generation. 
Eighty-seven do not. The primary cause of the demise of family 
businesses, after the death of the founder and the founder's spouse, 
is the 55% estate tax. It is hard for the successful business to afford 
enough life insurance. (Premiums are not deductible and deplete 
working capital.) 

§ 2.06 THE M U C H M A L I G N E D 5% OWNER A N D THE 
PROFESSIONAL CORPORATION 

For at least two decades, Congress has singled out the 5-percent 
owner for special discriminatory treatment under the Internal 
Revenue Code. Not surprisingly, these 5-percent-owner rules un
fairly impact small business. These rules, on their face, would 
appear to have a neutral impact on businesses of all sizes. In reality, 
however, these rules generally only impact small and mid-size 
businesses. For retirement plan purposes, a 5-percent owner is 
defined as any person owning more than 5 percent of the outstand
ing stock of a corporation or more than 5 percent of the capital 
or profits interest in an employer.8 3 Retirement plans sponsored by 
"big" business are unlikely to be affected by many of these rules 
because it is unlikely that any one individual would own more than 
5 percent of a large company. These rules are particularly harsh 
because the 5-percent owner rules do not contain any compensation 

8 2 The Kennesaw State College study on the impact of the federal estate tax. 

prepared by Joseph Astrachan and Craig Aronoff . studied in detail the impact of 

the estate tax on members of the Associated Equipment Distributors ( A E D ) . an 

association composed of capital-intensive family-owned distribution businesses, 

and on newly emerging, minority-owned family enterprises selected from lists 

published by Black Enterprise magazine The study found that the minority-owned 

businesses suffered from the impact of estate taxes more than their non-minority 

counterparts. Perhaps one reason for this is that many small business owners are 

not even aware of estate taxes and it appears that the traditional avenue for bringing 

this to the attention of the owners, the life insurance professional, is not reaching 

out to these groups. Without a significant amount of estate planning which wi l l 

often require the purchase of a lot of insurance, it is likely that the family wil l 

look to the retirement plan for liquidity to pay the estate taxes and/or the "f i re" 

sale of the business. Joseph H . Astrachan and Craig E . Aronoff , " A Report on 

the Impact of the Federal Estate Tax: A Study of Two Industry Groups" (1995). 
8 3 I .R.C. § 4l6(i)( l ) (B)( i) ( C C H 1998). 
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limitations. Therefore, a retirement plan which covers a 5-percent 
owner is subject to these rules regardless if the owner makes 
$65,000 a year or $650,000 a year. The 5-percent owner rules 
primarily impact two retirement plan areas: (i) the required distribu
tions under I.R.C. § 401(a)(9); and (ii) the top-heavy rules under 
I.R.C. § 416. Generally, a participant is required to begin receiving 
distributions from a retirement plan account by age 70 . 8 4 However, 
a Darticinant can delav the. start 

* L j - — * —uviiuuiivaj u m n l U i i t i u W H C V C I I 

if the participant has already reached age 70 . 8 5 This change brought 
about by SBJPA, specifically did not apply to 5-percent owners. 8 6 

There seems to be little rationale for requiring 5-percent owners 
to take their plan money out of the retirement plan prior to 
retirement. 

For example, Sam and Dave are both computer programers at 
SmallNet. Inc. Both are age 70 and have no plans to retire in the 
near future. Sam owns 6% of the stock of SmallNet and earns about 
$75,000 a year while Dave is a regular employee who also earns 
around $75,000 a year. Therefore, Dave does not have to receive 
a distribution this year unless he wants to receive one while Sam 
must begin receiving a distribution. Sam and Dave both have a 
retirement plan balance of $475,000. Thus, the $38,000 earned by 
Dave's account can continue to grow tax free while Sam must 
receive a distribution of $25,650 from his account by April 1 
(assuming a twenty-year distribution period based on his and his 
wife's joint life expectancy) and pay income taxes on this amount. 
The 5-percent-owner rules also impact the top-heavy rules. A plan 
is considered to be top-heavy when: (i) in the case of a defined 
benefit plan, "the cumulative accrued benefits under the plan for 
key employees exceeds 60% of the present value of the [total] 
cumulative accrued benefits; and (ii) in the case of a defined 
contribution plan, "the aggregate accounts of key employees under 
the plan for key employees exceeds 60% of the aggregate of the 
accounts of all employees under such plan." 8 7 

8 4 I .R.C. § 401(a)(9)(A) ( C C H 1998). See, Estate Tax discussion, supra, § 2.05. 
8 5 I .R.C. § 401(a)(9)(C)(i)(II) as amended by S B J P A , Pub. L No 104—188 

Art. 1404(a) 110 Stat 1755. 

8 6 I .R.C. § 401(a)(9)(C)(ii)(I) as amended by S B J P A , Pub L No 104—188 
Art. Sec. 1404(a) 110 Stat 1755. 

8 7 I . R . C . § 4 I6 (g ) (A) ( C C H 1998). See. Top-Heavy discuss ion, supra, 
s 2.03|3|[u], 
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This has a disparate impact on small business retirement plans 
as opposed to big business retirement plans in several subtle ways. 
First, an employee can be considered to be a key employee either 
because his/her compensation is in excess of certain limits or the 
employee is a 5% owner.68 Thus, the pool of key employees is in 
reality far greater for small business than its larger counterparts. 

Example: Ten computer programmers form a small business and 
each invests $100,000 and owns an equal interest in the business. 
Thus, each owns a 10-percent interest in the group and is considered 
a key employee for purposes of the top-heavy rules. This is true 
even if each programmer makes $25,0000 a year. However, if those 
ten programmers went to work for M , a publicly traded computer 
giant, and invested the same $100,000 in M , it is highly improbable 
that these programmers would meet the 5-percent-ownership rules 
with respect to M . 

This is compounded by small business retirement plans having 
fewer non-key participants than large business retirement plans and 
thus, are more likely to get caught in the top-heavy trap. Congress 
has singled out the Service Organization for special discriminatory 
treatment. A Service Organization is defined in Treas. Reg. 
§ 1.414(m)—2(f)(2) as an organization which is engaged in any 
ofthe following: (i) health; (ii) law; (iii) engineering; (iv) architec
ture; (v) accounting; (vi) actuarial; (vii) performing arts; (viii) 
consulting; and (ix) insurance. For whatever reasons, a Congressio
nal policy emerged that such professionals as doctors, lawyers, 
accountants, engineers, and actuaries needed harsher rules to 
prevent them from abusing the tax system. These rules were 
codified in the affiliated service group rules. 8 9 Basically, these rules 
operate in such a manner that it is difficult for the same person 
to be an owner of two (or more) different enterprises without all 
of the enterprises being considered one entity for retirement plan 
purposes. These rules are extremely complicated and generally 
apply to small and mid-size entities. 

Even though these "rich" professionals were maligned by Con
gress, their qualified retirement plans more often than not provided 
the largest contributions for non-highly compensated employees of 

8 8 I .R.C. § 416(i)(l) ( C C H 1998). 
8 9 I .R.C. § 414(m) ( C C H 1998). 
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virtually any plans offered by any size business. It was not unusual 
for a service organization to make contributions of 10-15% per year 
for all employees of the business. 

Interestingly, these plans traditionally had relatively short vesting 
and provided total portability to other qualified retirement plans or 
to IRAs. Thus, the service organization, often held up as discrimina
tory,̂  in reality often provided the highest, most portable benefits 
for the non-highly compensated employees. 

§ 2.07 W H Y IS THE S M A L L BUSINESS DEFINED 
BENEFIT P L A N ON THE MOST E N D A N G E R E D LIST? 

As the 1980's drew to a close, the small business defined benefit 
plan had virtually been wiped out. The devastating legislation of 
the 1980's had caused its demise. As additional tests were imposed, 
the time spent by actuaries to make sure funding and design 
complied with the many layers of tax rules, multiplied about 
threefold. The actuarial fees to the small businesses similarly 
multiplied. 

Annual benefits for owners and key employees decreased sub
stantially at this time, from the lesser of $136,425 or 100% of the 
average for the highest three consecutive calendar years to the lesser 
of $90,000 or 100% of the average of the highest three years. 9 0 

Additionally, the top-heavy rules imposed greater contribution 
requirements for non-key employees in the defined benefit plan than 
those required in the defined contribution arena. This is reflected 
in the top-heavy regulations which require that when a participant 
is covered by both a defined contribution plan and a defined benefit 
plan, either the 2-percent defined benefit minimum is required or 
a 5-percent defined contribution minimum is required. 9 1 If they 
were equal then logic dictates that the company should be able to 
meet the required top-heavy minimums in either plan. I.R.C. 
§ 412(c)(7) was amended to prohibit funding of a defined benefit 
plan above 150 percent of current "termination liabili ty." 9 2 This 
is misleading because termination liability is often less than the 

9 0 l . R . C . § 415(b)(3) ( C C H 1998), T E F R A of 1982 P .L . 97—248. 
9 1 Treas. Reg. § 1.416—1 M — 1 2 Q & A and M — 1 4 Q & A . 

9 2 The Omnibus Budget Reconciliation Act of 1987 (Revenue Reconciliation 
Act o l 1987), Pub. L . No. 100—203 § 9301(a), 101 Stat. 1330 (1987). 
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actual liability required to close out a plan at termination, and the 
limit is applied to ongoing plans which are not terminating. In 
effect, current law inappropriately mortgages benefit promises by 
prohibiting the level funding that is the reasonable way for plans 
to fu l f i l l benefit obligations, and instead requires plans to be funded 
with payments which escalate in later years. The fu l l funding 
limitation should be based on ongoing (projected) liabilities, and 
not on termination liability. A s negative as this rule is for most 
defmed benefit plans, it hits small business especially hard. Small 
businesses need to able to fund their plans in a level fashion. A 
small business simply cannot tolerate being unable to budget for 
a major expense correctly. Many small businesses decided to 
terminate their defined benefit plans when they were told by 
actuaries that the proper funding for the first several years would 
be X dollars and then in the third or fourth year might be 3 X dollars 
because of the operation of this law. 

Moreover, it became clear that a small business could not freeze 
benefits for a time in the defined benefit plan without significant 
cost. Even though benefits were frozen, the 2% defined benefit 
required minimum contribution under the top-heavy rules still had 
to be accrued for the non-key employees. Thus, since they could 
not freeze them, small business by and large terminated the defined 
benefit 

Finally, beginning late in 1989, the IRS singled out so-called 

"small defined benefit p l a n s " " for unprecedented audits. This audit 

program attempted to apply new actuarial standards retroactively 

on a group of taxpayers that were perceived as "too small" to 

litigate. The Administration actually included this in its annual 

budget — it dictated to IRS how much it was to receive from a 

targeted audit group. In this case IRS was to collect $660 million 

in two years from small business defined benefit plans. This was, 

plain and simple, reprehensible. To go after a class of taxpayers 

because it was perceived that they did not have the deep pockets 

93 Ttie IRS claimed i l was not auditing small business defined benefit plans but 

rather only small defined benefit plans. The distinction was made to reflect that 

this was not an audit program aimed at small busines.ses who were less able to 

afford such an audit and even less able to pay for advisors needed to confront 

the IRS with their arguments. Whatever the IRS thought, it was clear to small 

business that small defined benefit plans were defined benefit plans spon.sored by 

small businesses. 
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necessary to litigate should never have been tolerated. This program 
was unseemly — secret memos requiring agents to impose retroac
tive actuarial guidelines on small plans, key officials at IRS and 
Treasury publicly stating they were unaware of the program and 
fo rc ing the publ ic to obtain the data through Freedom of 
Information. 

Interestingly, the IRS totally misjudged the situation. When it 

— . . . ^ . . v - ^ . w . ^ w i u u i j u i aoauiiipiivjiia, luc auiuanes aeciaeo 
they had to defend their science, so in effect the large number of 
small businesses involved did have a deep pocket and a determined 
advocate on their side. It is probably not an exaggeration to say 
that the actuaries were fighting for their very livelihood. If IRS had 
succeeded in this attempt, it would have been in a position to 
retroactively dictate to the actuaries what assumptions they were 
to use (i.e., what the IRS deemed reasonable), thereby ignoring the 
actuarial science. Even though justice ultimately prevailed in the 
courts, 94 this program not only hurt the small businesses involved 
and the actuarial community which was forced to defend prudent 
actions, but it seriously damaged the relationship which had long 
existed between the retirement plan advisor community and the IRS. 
Worst of all, word got out that small business should stay clear of 
the defined benefit plan — not only was it cosdy and impossible 
to fund in a level fashion because of the law, but the company was 
"buying" an audit. 

§ 2.08 T Y P E S O F R E T I R E M E N T P L A N S A V A I L A B L E T O 

S M A L L B U S I N E S S 

In addition to the standard retirement plans — the profit-sharing 
plan, the 401(k) plan, the money-purchase pension plan, the target 
benefit pl^n and tbe defined benefit plan — small business has two 
other plans available to it: the S I M P L E plan and the SEP. 

[1] SIMPLE Plans 

Created by S B J P A of 1996,95 Savings Incentive Match Plans for 

Employers ( S I M P L E ) IRAs and 401(k) Plans were created to 

94 See for e.xample, Wachtell, Upton. Rosen & Katz v. Commissioner of Internal 
Revenue. 291 F.3d 291 (2d Cir . 1994). 

95 Small Business Job Protection Act of 1996. Pub. L . No. 104—188, 110 Stat, 
1755 (codified in .scattered sections of 26 U . S . C ) . 
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provide a low-cost and less complex retirement plan altemative for 

small businesses. It appears that many micro small businesses are 

beginning to sponsor the S I M P L E I R A plan. A survey performed 

by the Investment Company Institute indicates that 18,261 S I M P L E 

IRAs were established during the first six months of 1997, covering 

over 95,000 participants. Businesses with less than 25 employees 

accounted for 97% of these S I M P L E IRAs.^s 

[a] Employer/Employee Contributions 

Under a S I M P L E I R A , an employee can choose to take a portion 

of his/her compensation and have it contributed into the S I M P L E 

I R A . 97 The employer must make either matching contributions or 

nonelective contributions. Both the employee and employer 

contributions must be made to a special I R A called a S I M P L E I R A . 

Employee contributions to a S I M P L E I R A are limited to $6,000 

annually. Employee contributions are excludible from taxable 

income but are subject to F I C A and FUTA.99 The employer may 

deduct any contributions made on behalf of an employee to a 

S I M P L E I R A on the tax retum in the year made. Contributions must 

be made by the due date of the filing of the employer's tax retum. 

A n employer who makes matching contributions to a S I M P L E I R A 

is generally required to match the employee's contributions on a 

dollar for dollar basis up to 3% of pay.ioi A n employer may reduce 

its matching contribution i f (i) the limit is not below one percent; 

(ii) the limit is not reduced for more than two years out of the five 

year period that ends with (and includes) the year for which the 

election is effective; and (iii) employees are notified of the reduced 

limit within a reasonable time before the 60-day election period 

during which the employees can enter into salary reduction agree

ments. 102 Alternatively, an employer may make a nonelective 

contribution to a S I M P L E I R A . A nonelective contribution must 

be made for every employee who is eligible to participate in the 

96 Conte, supra note 4 at 20. 

97 I .R.C. § 408(p)(2) ( C C H 1998). 

98 I .R.C. § 408(p)(2)(A)(ii)(a) ( C C H 1998). 

99I .R.S . Notice 9 8 ^ , 1998—2 I.R.B. 25 Q & A D - 4 and Q & A D—6. 

100 W. at Q & A 1—1. 

101 Id. at Q & A D—4. 

102 Id. at Q & A D — 5 . 
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S I M P L E I R A and is equal to 2% of pay. A nonelective contribution 
is made on behalf of the employee regardless of whether the 
employee makes an elective deferral contribution to the S I M P L E 
I R A . 

[b] Employee Eligibility 

The eligibility rules for a S I M P L E I R A are generally much less 
resti-ictive than for a qualified retirement plan.io4 j^g eligible, 
an employee need only have received at least $5,000 in wages los 
during two preceding calendar years and be expected to receive at 
least $5,000 in wages during the current calendar year. The 
employer is free to reduce this wage limit i f it wishes, los jhus , 
S I M P L E IRAs extend retirement plan coverage to many part-time 
employees. 

Example: To meet the 1,000-hour requirement an employee must 

work approximately 19.23 hours a week during a calendar year 

However, to meet the $5,000 requirement that same employee has 

to work roughly 500 hours (or 9.6 hours/week) during the calendar 

year (assuming the employee earns at least $10.00 per hour). 

[c] SIMPLE 40](k) Plans 

Altematively, an employer may establish a S I M P L E 401 (k) plan. 

A S I M P L E 401(k) plan operates similariy to a S I M P L E I R A with 

103 Id. at Q & A D—6. The employer's nonelective contributions must be made 

tor each eligible employee regardless of whettier the employee elects to make salary 

reduction contributions for the calendar year. The employer may. but is not required 

to. limit nonelective contributions to eligible employees who have at least $5 000 

(or some lower amount selected by the employer) of compensation for the year. 

104 Many defined contribution or defined benefit plans impose a I 000-hour re

quirement for employees to be eligible to participate in the retirement plan 

105 For the purposes of S I M P L E I R A eligibility, wages or compensation is de-
imed as those amounts described in I .R .C. § 6051(a)(3) and 6051(a)(8) I R S 
Notice 9 8 ^ . 1 9 9 8 - 2 I .R.B. 25 Q & A C - 4 . 

106 W. at Q & A C — 1 . 

107 Certain employees are not eligible to participate in a S I M P L E I R A Those 

employees mclude: (i) union employees who are covered under a collective 

bargaining plan; (i,) airiine pilots; and (iii) nonresident aliens who received no 

United States source income. Additionally, in the event of a merger, an employer 

may exclude those employees during the year the merger occurs who would not 

tiave been eligible to participate. Id. at Q & A C — 1 . 
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a few differences. Employee contributions are subject to the annual 
contribution limitations of I .R.C. § 415(c)(1) and are therefore 
limited to the lesser of $6,000 or 25% of compensation. Addit ion
ally, i f an employer elects to make a 3% matching contribution to 
a S I M P L E 401(k) plan, then this contribution may not be re
duced, los A l so I .R.C. § 401(a)(17) applies to the simple 401(k) 
Plan. The S I M P L E 401 (k) is not a popular plan and little wonder— 
why should a small business get involved with all the extra burdens 
of a qualified retirement plan when it can get the same plan (perhaps 
an even better plan) at a much lower cost as an I R A ? 

[d] Drawbacks of SIMPLE IRAs 

[i] The 100-Employee Limitation 

However, despite their apparent simplicity, S I M P L E I R A s do 
have drawbacks. A simple I R A can only be adopted by an employer 
who has less than 100 employees. The 100-employee limit is a firm 
ceiling. A l l employees of the employer are included in the count 
regardless of whether the employee is eligible to participate in the 
S I M P L E I R A . As a result, the 100-employee limitation includes: 
(i) union employees; (ii) self-employed individuals; and (iii) em
ployees who do not meet the $5,000/year compensation require
ment, Thus, a small business with 65 full-time employees and 
36 employees earning less than $5,000/year could not establish a 
S I M P L E I R A . Additionally, a S I M P L E I R A cannot be adopted by 
an employer who maintains another qualified plan,"o even i f the 
qualified plan only covers a portion of the employees. However, 
an employer may adopt a S I M P L E 401(k) Plan to cover those 
employees who are not otherwise eligible to participate in the 
qualified p l a n . m 

[ii] Contribution Limitations 

Contributions to a S I M P L E I R A or S I M P L E 401 (k) Plan are 

limited to $6,000 from the employee plus a 3% match from the 
employer. 

108 I .R.C. § 401{k)(l l)(B)(i){II) ( C C H 1998). 

109 I.R.S. Notice 9 8 - ^ , 1998—2 I.R.B. 25 Q & A B — 1 . 

110 I .R.C. § 408(p)(2)(D) ( C C H 1998). 

111 I .R.C. § 401(k) ( l l ) (C) ( C C H 1998), 

112 Employer/Employee Contributions di.scussion. supra, § 2.08[l][a]. 
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Example: T E E N Y Inc. has two employees, John Smith and Mary 

Jones, both age 50. T E E N Y , Inc. established a S I M P L E I R A in 

1998. T E E N Y offers a 3% matching contribution. John earns 

$60,000 a year and Mary earns $100,000 a year. Both have worked 

for T E E N Y since its inception and have had no access to a 

retirement plan prior to 1998. To make up for lost time, both John 

and Mary wish to maximize their contributions to the S I M P L E I R A . 

, — ^.luijr wciv̂ ii t^uuinuuic ^o,uuu OI meir own 

compensation and receive a 3-percent match from T E E N Y . John's 

total retirement contributions for 1998 would be $7,800 ($6,000 

plus a 3-percent match of $1,800) and Mary ' s total retirement 

contributions for 1998 would be $9,000 ($6,000 plus a 3-percent 

match of 3,000). However, i f T E E N Y offered a standard 401 (k) 

plan with a 3% profit-sharing match, then Mary ' s total retirement 

contributions for 1998 could increase to $13,000 ($10,000 plus a 

3% match) and John's could increase to $10,800 ($9 000 plus a 

3% match). 

[iii] Creditor Protection 

A hallmark of E R I S A is its anti-alienation and assignment 

provisions. "3 These provisions prevent a participant's retirement 

account from being attached by a participant's creditors. However, 

these provisions only extend to E R I S A qualif ied retirement 

plans. "4 S I M P L E IRAs are estabhshed under I .R.C. Section 408(p) 

and are not subject to E R I S A ' s anti-alienadon provisions. There

fore, unless an exception exists under state or local law, "5 a 

creditor may be able to attach a participant's S I M P L E I R A . n e 

"3 " A trust stiall not constitute a qualified plan under ttiis section unless the 

plan of which such trust is a part provides that benefits provided under the plan 

may not be assigned or alienated." I .R.C. § 401(a)(13)(A) ( C C H 1998). 

114 A n E R I S A qualified plans are those plans created under I .R.C. § 401(a) 
which cover at least one non-owner employee. 

Patterson v. Shumate, 504 U .S . 753 (1992). 

116 For example. Maryland specifically exempts those retirement plans created 

under § 408A of the Code. "(1) In addition, to the exemptions provided in 

sub.sections (b) and (0 of this section and any other provisions of law, any money 

or other assets payable to a participant or beneficiary from, or any interest of any 

participant or beneficiary in, a retirement plan qualified under § 401(a) § 403(a) 

§ 403(b), § 408, § 408A, § 414(d), or § 414(e) of the United States Internal' 

Revenue Code ot 1986. as amended, or § 409 (as in effect prior to January 1984) 
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[e] SIMPLE Plans Exempt from the Top-Heavy Rules 

In a major departure from existing law with respect to small 
business retirement plans, the S I M P L E plan does not require any 
minimum contribution to be made on behalf of eligible employees. 
Thus, it is conceivable for a S I M P L E plan to have no employer 
contributions i f none of the non-highly compensated employees 
contribute to the plan. Interestingly, this is in line with the rules 
goveming non-top-heavy 401 (k) plans. 

[f] SIMPLE IRA is an IRA, Not a Qualified Retirement Plan 

Because the S I M P L E (as well as the SEP) plan rests on an I R A 
framework, the sponsoring company has no reporting requirements 
or fiduciary responsibilities. This makes this type of plan very 
attractive to micro small businesses. Interestingly, some employees 
do not view contributions to an IRA on their behalf as a retirement 
plan, they look at it as a bonus plan. The employee can access the 
money at any time with either a 25% penalty (for the first two years) 
or a 10% penalty thereafter."'' 

[g] From a Tax Policy Viewpoint, Which is Preferable — the 

SIMPLE, the SEP or a Qualified Retirement Plan? 

The forced savings feature of a "regular" qualified retirement 
plan, such as the 401 (k) plan, should not be underestimated and 
must be safeguarded. When a person participates in a 401(k) plan, 
he or she cannot remove the money on a whim. Retirement plan 
money can be removed by written plan loan which cannot exceed 
the lesser of 50 percent of the account balance or $50,000. 
Retirement plan money can also be removed by a hardship distribu
tion, but this is a tough standard to meet. The distribution must be 
used to assist with a statutorily defined hardship such as keeping 
a house or dealing with a medical emergency. This is in contrast 
to funds inside an I R A , a S I M P L E IRA or a S E P (both of which 

of the United States Internal Revenue Code of 1954, as amended, shall be exempt 

trom any and all claims of the creditors of the beneficiary or participant, other 

than claims by the Department of Health and Mental Hygiene." M D . Code Ann. . 

Cts. and Jud. Proc. l 1—504(h)( 1) (1998). But cf. V A Code Ann.34 34 (Mitchie 

1996). 

"7 I R S. Notice 98—4, 1998—2 I.R.B. 25 Q & A 1—2. 

118 I .R.C. § 72{p)(2)(A) ( C C H 1998). 
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are employer-sponsored I R A programs) where the funds can be 
accessed at any time for any reason. True, funds removed wi l l be 
subject to a 10% penalty i f the employee has not reached age 59 
(which is also the case for a hardship distribution from a 401 (k) 
plan), but preliminary and totally unofficial data suggests that 
individuals freely access IRAs and SEPs and that the 10% penalty 
does not seem to represent a significant barrier. This is why the 
— ^ . ^ ^ ^ . v , » ^,1 Y Y i i i i a /CI penally lui iiie i irsi two years 

an individual participates in hopes that i f a participant can accumu
late a little bit he or she wi l l be tempted to leave it alone and watch 
it grow. Nevertheless, there is a distinct difference between 
asking the employer for a loan or a hardship distribution and having 
to jump through some well-placed statutory hoops versus simply 
removing money at wi l l f rom your own I R A . 

It is exciting to see that the S I M P L E I R A is attracting so many 
small businesses. Hopeful ly , however, the S I M P L E I R A wi l l be 
viewed only as a starter plan. It is important, therefore, that all 
businesses, including the very small, be given incentives to enter 
the qualified retirement plan system as quickly as possible. The 
S I M P L E I R A is an I R A program, as is the old SEP plan, and in 
the long run true retirement security for employees is better served 
by strengthening qualified retirement plans system rather than 
S I M P L E IRAs and SEPs. This is simply because, as mentioned 
above, employees have a far greater opportunity to remove the 
money from IRAs and SEPs and spend it — the forced savings 
feature of a qualified retirement plan is not present. Certainly, for 
start-up companies or micro businesses, a S I M P L E or the proposed 
salary reduction S I M P L E (discussed below) is the best first step 
into the retirement plan system. By making the S I M P L E rules 
"better" than the qualified retirement .system rules, the reverse is 
achieved. Thus, we hope that the "gap" between the 401(k) limit 
($10,000) and the S I M P L E limit ($6,000) and (if enacted) the salary 
reduction S I M P L E limit is carefully preserved so that the system 
does not tilt in the wrong direction. 

[h] Does Small Business Need any Oilier Plans ^ 

The so-called "Salary Reduction Only" S I M P L E deserves consid
eration. One of the major reasons why a small business does not 

119 1,R.S. Notice 9 8 ^ , 1998—2 I .R.B. 25 Q & A 1—2. 
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adopt a retirement plan is lack of profitability. The proposed Salary 
Reduction Only S I M P L E plan is a plan that a small business wi l l 
adopt regardless of its lack of profits because it costs the company 
almost nothing to sponsor. This plan rests on an I R A framework 
so the company has no reporting requirements or fiduciary responsi
bilities. Also the company is not required to make any contributions, 
to the plan — so profitability is irrelevant. The plan wi l l give every 
eligible employee of the company a chance to contribute up to a 
designated amount (e.g. $5,000) for his or her own retirement 
security each year. 

Other than the possible addition of the Salary Reduction Only 
S I M P L E , no further new plans are needed. Small business now has 
a very good mix of plans available to it — from those which are 
complex but provide needed flexibility and choice to very simple 
plans for the companies who want low administration costs. 

[2] Simplified Employee Pensions 

Simplified Employee Pensions (SEPs) are IRAs established for 
the benefit of employees and offer another viable alternative for 
the small business that wants to provide a retirement plan for its 
employees, but lacks the stability and profitability to sponsor a 
qualified retirement plan. 

[a] Employee Eligibility 

SEPs—similar to S I M P L E IRAs—also offer retirement plan 

coverage possibilities for part-time employees. If an employer 

sponsors a SEP, then every employee is eligible to participate in 

the SEP provided he/she has: (i) reached age 21; (ii) eamed at least 

$400 in wages during the calendar year; and (iii) has worked for 

the employer for three out of the last five years. 120 Employers are 

allowed to reduce the requirement that an employee have worked 

for the employer for three out of the last five years. 121 A n employer 

may exclude from participation in the SEP 122 employees who are 

120 I .R.C. § 408{k)(2) ( C C H 199&). The wage requirement is indexed for infla

tion. 'The Secretary shall adjust the $300 amount in paragraph (2)(C) at the same 

time and in the same manner as under .section 415(d). . ." I .R.C. § 408(k)(8). 

For 1998, the wage requirement was increased to $400. 

121 I .R.C. § 408(k)(2) ( C C H 1998). 

122 I .R.C. § 408(k)(2) ( C C H 1998). 
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covered by a retirement plan which is part of a collective bargaining 
agreement and nonresident aliens. 

[b] Contributions 

Under a S E P redrement plan, an employer may make retirement 
plan contributions which are more generous than the contributions 
an employer can make under a S I M P L E I R A (or S I M P L E 401(k)). 
these contnbutions are flexible and are limited to the lesser of 15% 
of the employee's compensation (not to exceed $160,000 for plan 
years beginning in 1997) or $30,000.^23 in contrast, employer 
contnbutions to a S I M P L E I R A (or S I M P L E 401 (k)) are limited 
to 3 percent of compensation. i24 This difference could be 
significant. 

Employees may not make an elective salary defen-al contribution 

to a S E P established after December 31, 1996. SEPs established 

pnor to January 1, 1997 could provide for elective salary defen-als 

by employees. 125 However, these elective defenals were limited. 

A S E P could allow elective salary defenals i f (i) 50% of the eligible 

employees elected a salary defenal; (ii) the defen-al percentage for 

highly compensated employees did not exceed 125% of the defenal 

percentage of the non-highly compensated employees and (iii) no 

more than twenty-five employees were eligible to participate. i26 

[c] Druwbaciis of SEPs 

[i] ]00% Participation 

Every employee who meets the eligibili ty requirements 127 is 
ehgible to receive a S E P contribution from his/her employer. As 
a result, an employer who sponsors a S E P may end up making larger 
contnbutions to the SEP than an employer who sponsors a tradi
tional profit-sharing plan. 

Example: Small Business, Inc. ("SB") has 75 employees who 

have worked for SB for the last three years. Fifty employees work 

123 1.R,C. § 408(k)(3) ( C C H 1998). 

124 iVt- S I M P L E IRA discu,ssion supra § 2.08 [l][a]. 

ulTl^ '^' ^ '^^^^^^^^^ as amended by Small Business Job Protection Act of 
1996. Pub. L No. § 104—188. 110 Stat. 1755. 

126 I .R.C. § 408(k)(6)(A)(ii) and I .R.C. § 408(k)(6)(B). 

l27j)Vt. Employee Eligibil i ty discussion supra. § 2.08[2][a]. 
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approximately 600 hours a year for SB and each earns roughly 
$10,000 per year. The remaining twenty-five employees work over 
1,000 hours a year and each earns $100,000 per year. SB sponsors 
a S E P and decides to make a 5-percent contribution on behalf of 
its employees in 1999. S B ' s contribution for 1999 is $150,000. 
Altematively, i f SB sponsored a profit-sharing plan with a 1,000-
hour requirement, then S B ' s contribution for 1999 would be 
$125,000 (assuming the same 5-percent contribution). 

[ii] 100% Vesting 

Employees are fully vested in a contribution when made, i^s This 
removes the incentive for employees to continuing working with 
an employer in order to receive their fu l l retirement contribution 
from the employer. 

[iii] Tax Filing Requirements 

SEPs have fewer f i l ing requirements than a regular retirement 
plan. However, SEPs may still be expensive to administer. SEPs 
are subject to the discrimination rules of I .R.C. § 414(q)i3i and 
the top-heavy mles of I .R.C. § 416(c)(2). i32 Thus, a small business 
owner niay still face significant fees from a plan administrator to 
ensure that his/her plan is in compliance with these mles. 

[3] 401(k) Plans and the New Safe Harbor Provisions 

The 401(k) plan is a tremendous success story. The excitement 

generated by this plan in the small business arena is amazing. 

Prospective employees ask potential employers if they have a 

401 (k) plan and i f so, what the investment options are and how 

much the employer contributes. Employees meet with investment 

advisors to be guided as to which investments to select and have 

toll-free numbers to call to see how their investments are doing and 

to determine whether they want to change them. Employees discuss 

128 I.R.C § 408(k)(4) ( C C H 1998). 

129 Top-Heavy Vesting discussion supra § 2.()3[3][c][/]. 

130 SEPs are not required to tile an annual Form 5500 with the IRA. Instead, 

SEPs are required to file an information report detailing the annual contributions 

and the fair market value of the S E P assets. Prop. Treas. Reg. § 1.408—5. 

131 I.R.C. § 408{k)(3) ( C C H 1998). 

132 I.R.C, § 408(k)(l)(A) ( C C H 1998). 
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among themselves which investment vehicles they Hke and how 

much they are putting into the plan and how large their account 

balances have grown. There is no question that this is the best 

known and most popular retirement plan design today. 

The S B J A added a safe harbor which may make 401 (k) plans 
more attracdve to small business. Prior to 1999, 401(k) plans 
were subject to complicated discrimination plans which tied contri
butions that highly compensated employees could make to the 
contributions made by non-highly compensated employees. i34 
These tests are expensive to administer. Addidonally, i f non-highly 
compensated employees did not opdmize their participadon, then 
highly compensated employees could not contribute as much as they 
wished. 

It is now possible for 401 ( k ) plans to eliminate the discriminadon 

tests and allow every employee (including highly compensated 

employees) to contribute up to the maximum. Under current law 

a 401(k) plan wil l be treated as meedng the discrimination tests 

If the employer: (i) makes a contribudon for every eligible non-

highly compensation employee equal to at least 3 percent of that 

employee's compensation; or (ii) makes a matching contribudon 

for each eligible non-highly compensated employee equal to 100% 

of the first 3 percent of pay and at least 50% of the next two percent 

o f pay ("basic matching formula"). i35 other match formulas are 

allowed under the safe harbors. The "enhanced matching formula" 

can also be used to satisfy the A D P safe harbor. This is where the 

rate of match cannot increase as an employee's rate of deferrals 

increa.ses and in the aggregate, the match must be at least equal 

to the basic matching formula. Examples of the enhanced matching 

formula include: 100% match on the first 4% of compensation 

deterred, or a 150% match on the first 3% of compensation deferred, 

or a 125% match on the first 3% and 25% on the next 1% of 

c o m p e n ^ ^ deferred. i36 In addition, these contributions must be 

t c u l ^ l ^ f ' ^ '̂ •'̂  amended by Small Business Job Protection Act of 
19%, Pub. L . No. 10-4—188. 110 Stat. 1755. 

134 I .R.C. § 401(k)(3)(A) ( C C H 1998). 

135 I .R.C. § 401(k)(12) (B) and (C) ( C C H 1998). 

136 Additional discretionary matching contributions can be made without losing 
(he -̂ '̂le harbor, but discretionary matches cannot be u.sed lor purposes of meeting 
tne A D P sale harbor. 
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100% vested and made to every employee even i f he/she does 

not meet the 1,000-hour requirement or is not employed on the last 

day of the plan year. Normal eligibility requirements (age 21 and 

one year of service) are allowed for the safe harbor contribudons. î s 
The safe harbor contributions must be subject to the 401(k) 

withdrawal restrictions, but can not be available for hardship 

withdrawals. In addidon the employer must provide written notice 

to employees apprising the employees of their rights and obligations 

under the plan. This notice must be comprehensive and be written 

in "plain" English. 

Many experts in the small business retirement plan area believe 

that the voluntary safe harbors wi l l prove to be the easiest and most 

cost-effecdve way to make the 401(k) plan user friendly for small 

businesses. If a small business makes a 3-percent contribution for 

all non-highly compensated employees, or makes the required 

matching contributions, then the company no longer has to pay for 

the complex 401(k) discrimination testing (nor does it have to keep 

the records neces.sary in order to do the testing). O f course, many 

companies wi l l choose to stay outside the safe harbor becau.se the 

3-percent employer contribution or required match is too high and 

because it is more cost effective to stay with their current system 

(including software and written communication material to 

employees). 

Legislation is needed, however, to allow small business to use 

the match safe harbor without also having to satisfy the top-heavy 

required minimum contribution. Otherwise the match .safe harbor 

designed in large part for small businesses may not be u.sed by them. 

Unfortunately, the notice requirement as interpreted by Notice 

9 8 — 5 2 , is very restrictive and wi l l probably cause most small 

businesses not to be able to use the safe harbor this year. The IRS 

requires that a business electing either safe harbor, give notice (in 

the case of a calendar year plan) by March Ist.i^o Again, there are 

two safe harbors — one is a prescribed company match to employee 

401(k) contribudons, the other is a non-elective 3-percent contribu

tion. A non-elective 3-percent contribution means that every eligible 

137I.R.S. Notice 98—52, 1998-- t6 I .R.B. 16. 

138/,/. 

139 I.R.C. § 401(k)(12){D) ( C C H 1998). 

140 1.R.S. Notice 98—52. 1 9 9 8 ^ 6 I .R.B. 16. 
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employee receives this contribution whether or not he or she makes 
401(k) contributions. The rationale for advance notice in the context 
of the match safe harbor is self evident. A n employee may very 
well change his or her behavior and contribute more knowing that 
a match is going to be made. 

There appears to be no radonale for such advanced notice in the 
context of the non-elective 3-percent contribution — no employee 

fov..,.£, v,..c..>5^. cxny ucuaviui lucreiy oecause a contribudon wil l 
be made for them at the end of the year. The problem is com
pounded when dealing in the small business worid. Unless an 
outside advisor has informed a small business that it must give a 
fairiy extensive notice by March 1st and the company complies 
It wi l l not be able to take advantage of the safe harbor for the entire 
year. It is likely that there wi l l be coundess small businesses this 
year who would have taken advantage of the 3-percent non-elective 
safe harbor but wil l not be able to do so because they had not been 
informed of the requirements of this restricdve notice requirement 
Thus, they wi l l not be able to rid themselves of the complex and 
costly 401 (k) discrimination testing this year . i^ i i f the notice 
requirement was changed so that nodce must be given within 30 
days of the close of the plan year for those companies selecting 
the 3-percent non-elective contribudon safe harbor then this would 
allow word to get out to small business about this option and give 
them time to comply with the nodce requirement. 

Additionally, the 3-percent non-elective contribution must be 
paid to each non-highly compensated employee regardless of 
whether the employee has completed 1000 hours of service or is 
employed on the last day ofthe plan y e a r . T h i s is more restrictive 
than either the rule for normal plan contribudons or the rule for 
the top-heavy minimum contributions. There seems to be no 
rationale for a safe harbor which is designed to help small business 
avoid comphcated testing to be so restricdve. A better altemative 
might be that the 3-percent non-elecdve contribution be made to 

J ' H Ba.scd upon an informal discussion witti IVIark Iwry. Benefits Tax Counsel 

m United States Department of Treasury on March 23, 1999, it appears that there 

might be some relaxation with respect to the nine-month notice required for this 

year only tor the 39r non-elective safe harbor. This would be welcome news for 

businesses just learning about the safe harbors and their requirements 

142 I.R.S. Notice 98—52. 1998--46 I .R.B. 16. 

ma 

now 
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either all non-highly compensated employees who have worked 
1,000 hours (the normal plan contribution rule) or to those employ
ees who are employed on the last day of the plan year (the top-heavy 
minimum required contribution rule), but not both. 

§ 2.09 T H E 1995 W H I T E H O U S E C O N F E R E N C E O N 

S M A L L B U S I N E S S 

Out of the 60 fmal recommendations to emerge from the 1995 
White House Conference on Small Business, the Pension Simpl i f i 
cation and Revitalization Recommendadon received the seventh-
highest ranking in terms of votes, The Pension Simplification 
and Revitalizadon Recommendation reads as follows: Congress 
should repeal current disincentives and burdensome regulations on 
qualified retirement plans and IRAs , and encourage adequate 
redrement savings and capital accumulation, including: (i) Adopt 
a pension simplification bil l which contains the voluntary 401 (k) 
safe harbors; (jj) Raise compensation and benefit levels to 1992 
limits and index for inflation; (iii) Provide an exclusion from estate 
tax for retirement plan and I R A assets to avoid double taxation (they 
are already subject to income tax); (iv) Eliminate the 15% excise 
tax of I .R.C. § 498—A;i46 (y) Repeal the family aggregation rules 
of I .R.C. § 416; 147 (vi) Reinstate deductible IRAs and expand to 
include non—employed spouses in fu l l ; (vii) Expand S A R S E P s to 
employers with up to 100 employees;i48 (viii) Repeal the minimum 

143 It i.s important to note that H.R. 1102, the Comprehensive Retirement Secur

ity and Pension Reform Act, just introduced on March 11,1999 incorporates many 

of the recommendations made by the delegates to the 1995 White House 

Conference on Small Business and certainly captures the essence of what the 

delegates wanted. 

144 The White House Conference on Small Business Commission, Foundation 

for a New Ceniury (A report to the President and Congress) (September 1995) 

N C R A #91. 

145 The S B J A provided a voluntary 401(k) safe harbor. See. § 401(k) Voluntary 

Safe Harbor discussion, supra. § 2.08[3]. 

146 The excise tax was repealed by the Taxpayer Relief Act of 1997. Pub. L . 

No. 105—34, § 1037(a), 111 Stat. 788 (1997). 

147 Repealed by Small Busine.ss Job Protection Act of 1996. Pub. L . No. 104— 

188. 110 Stat. 1755. 

148 S A R S E P s are salary reduction SEPs. Prior to 1997. S A R S E P s were available 

to businesses with less than 26 employers. Currently, an employer (of any size) 

cannot establish a S A R S E P . See. S E P discussion, supra. § 2.08[2](b]. 



§ 2 . 1 0 57TH N . Y . U . INSTITUTE 2 - 5 2 

distr ibut ion rules for def ined contribution plans of I .R C 
§ 401(a)(26); (ix) Lower the Qualified Separate Line of Business 
exception to 15 employees; (x) Increase the exceptions to the 
affiliated service group r u l e s a n d include a minimum 20% 
ownership test for " A " organizations; (xi) Repeal all defined benefit 
plan rules enacted after 1985; and (xii) Amend Section 72(p) of 
the I .R.C. on plan loans iso to (a) allow for plan loans by proprietor-

^ .^^ ^̂ ^̂  ii...-iv̂ cii3w mc yiaii luan oaiance up to 
$100,000 and (c) balloon payments in lieu of quarterly payments 
if the loan is secured by the participant's account balance. 

Why did the delegates consider this recommendadon to be so 
important that it received the seventh-highest vote total? The reason 
is simple—small business owners want redrement to be a viable 
option for them. For small business, the qualified redrement plan 
is the best way to save for retirement. A s mentioned above, due 
to the current tax law, most small businesses do not provide 
nonqualified pension benefits, stock options and other perks. 
Unfortunately, many small businesses perceive the qualified retire
ment plan area to be a quagmire of complex rules and burdens. It 
IS perceived as a system which discriminates against small business 
owners and key employees. The Conference Delegates understood 
that if the retirement system became user friendly and provided 
sufficient benefits then they would want to use it. B y doing so, they 
could provide for their own redrement security, while at the 'same 
time providing valuable retirement benefits for their employees. 

§ 2.10 T H E N A T I O N A L S U M M I T O N R E T I R E M E N T 

S A V I N G S — J U N E 1998 

This summit was called for under the "Saver B i l l . " i5 i B y 

bringing together professionals and other individuals working in the 

fields of employee benefits and retirement savings and Members 

ot Congress and officials in the execudve branch, it was hoped that 

the public's knowledge and understanding of retirement savings 

would be advanced, that barriers which hinder workers from setting 

aside adequate savings for retirement and impede employers, 

149 I.R.C. § 414(m) ( C C H 1998). 

I .R.C. § 72{p) ( C C H 1998). 

151 Savings Are Vital to Everyone's Retirement Act o f l 997, Pub L No 105—92 
111 Stat. 2139 (codified 29 U.S .C . §§ 1001, I146--47). 
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especially small employers, from assisting workers in accumulating 

retirement savings would be identified and specific recommenda-

dons for legislative, executive and private sector actions to promote 

retirement savings among American workers would be developed. 

There were a number of statutorily required participants — the 

Speaker and Minority Leader of the House and Senate, the Chair

man and Ranking Member of the House Committee on Education 

and the Workforce in the House, of the Senate Committee on Labor 

and Human Resources, of the Senate Special Committee on Aging 

and of the Subcommittees on Labor, Health and Human Services 

and Education of the Senate and House (or their designees). There 

were to be no more than 200 other participants — 1) professionals 

and other individuals working in the fields of employee benefits 

and retirement savings; 2) representatives of State and local govern

ments, 3) representadves of private sector institutions, including 

individual employers, and 4) representatives of the general public. 

One-half were appointed by the President in consultation with the 

elected leaders of the Democrats and one-half were appointed by 

the leaders of the Congress. 

Even though small business retirement plan experts, administra

tors and owners were not well represented at the Summit, their ideas 

came through loud and clear in the break-out sessions. Calls for 

repeal of the top-heavy rules, increases in contribution limits, 

particularly the 401(k) limit, elimination of costly discrimination 

tesdng in the 401(k) area, and a return to the old compensation 

limits, were repeated across the break-out sessions. There were even 

individuals calling for support of a particular piece of legislation 

— the Portman-Cardin retirement plan bi l l (this was the 1998 bill) . 

O f course, many ideas were discussed particularly in the educadonal 

area, but an impartial observer would have noticed that the small 

business representadves were very united in their message — 

increase benefits, decrease costs. In other words, when undertaking 

a cost/benefit analysis, small business currently perceives the costs 

too high compared to the benefits to be gained. 
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§ 2.11 S M A L L B U S I N E S S JOBS P R O T E C T I O N A C T A N D 

T A X P A Y E R R E L I E F A C T O F 1997 H A V E B E G U N T H E 

P R O C E S S O F S I M P L I F I C A T I O N A N D I N C R E A S E D 

I N C E N T I V E S 

Although there is still a long way to go, the S B J P A isa and the 

Tax Payer Relief Act of 1997 iss certainly appear to be steps in 

the right direction for pension reform. The reform. ^nn.f^H u., 

Acts include: (i) the I .R.C. § 401(k) safe harbor; (ii) the repealTf 

iTtl f g f ^ g ^ t i o n under I . R . C . § 40](a)(17) and I . R . C . 

§ 414(q)(6); and (iii) the repeal of I .R .C . § 4890A excise tax 

However, because many of these reforms are just now being 

implemented, the ful l impact of these reforms wi l l not be known 

tor several years. 

[1] The L R . C . § 401 (k) Safe Harbor 

The I .R.C. § 401(k) Safe Harbori54 offers an opportunity to 

eliminate costly discnmination testing and at the same dme maxi

mize salary contributions for all employees (including highly 

^^'^ 'PP'''' ' 'Change which would 
make the 401(k) plan more attractive to small business. However 
he safe harbor was just implemented for plan years beginning 
anuaiy 1, 1999 and the impact ofthis safe harbor wi l l not be known 

tor several years. 

[2] The Repeal of Family Aggregation 

Prior to the repeal of family aggregation, an individual's annual 

l7iTlT r ' ' ' ' ' ' " ' ^ compensation 
but that of hKs/her spouse and other family members i f he/she was 
a highly compensated employee. Now that family aggregation has 
been repealed, an individual 's compensation w i l f be only the 
compensation actually eamed by the individual and not impacted 
b)^^ompe^^ earned by other family members. 

^^JJ2 Small Bu.sine,s.s Job Protection Act of 1996. Pub. L . No. 104-188, 110 Stat. 

7 8 8 " w j " ' ' " ' " ' 0 5 - 3 4 § 1037(a) 111 Stat. 

154 ŜV I .R.C. § 401(k) di.scus.sion. supra. § 2.08[3J. 
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[3] The Repeal of the I.R.C. § 4890A Excise Tax 

Tlie repeal of L R . C . § 4890A excise tax certainly is a welcome 

change. No longer wi l l an estate (or more accurately the partici

pant's children) of a plan participant be punished by a 15% excise 

tax imposed solely because the participant accumulated too large 

a plan balance. Now, the nonspousal heirs wi l l simply have to pay 

the estate taxes and the income taxes generated by the plan balance. 

Also the "chil l ing" effect this provision had on small business plans 

is gone. Because advisors told small business owners not to 

accumulate "too much" in the retirement plan, plans were often 

terminated prematurely or contributions cut back significandy. 

These terminations and cut backs adversely affected all small 

business employees. 

§ 2.12 W H A T F U R T H E R R E F O R M S A R E N E E D E D T O 

R E S T O R E F U L L H E A L T H T O T H E S Y S T E M ? 

[1] Increasing the § 415 Limits and the § 401(a)(17) Limit 

Increasing the contribution limits (in reality reversing the limits) 

to where they stood in 1982 is extremely important in order to 

provide needed incentives for small business to enter (or reenter) 

the qualified retirement plan system. The defined contribution limit 

should be raised from $30,000 to $45,000 and the defined benefit 

limit should be raised f rom $130,000 to $180,000. There should 

be corresponding increases in the 401(k) limit and the S I M P L E 

limit. The current I .R.C. § 415 25-percent compensation limits 

should be repealed, xhe 25% limitation today primarily operates 

to cause contributions for non-highly compensated employees to 

be cut back. A l so , the I .R .C . § 401(a)(17) limitation (currently 

$160,000) on includable compensation should be increased. 

A major reason why small businesses stay away f rom the 

retirement system is that the benefits that can be obtained by the 

owners and the key employees are perceived as too low for the cost 

and "hassles" involved. It is no secret that small business owners 

believe that the retirement plan system discriminates against them. 

155 Currently, annual addition.s to a participant'.s defined contribution account 

are limited to "'the les.ser of (A) .$30,000. or (B) 25 percent of the participant'.s 

compensation." I.R.C. § 415(c)(1). 
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Short vesting periods and quick el igibil i ty have provided more 
benefits for the transient employees at the expense of the loyal 
employees. Cutbacks in contribution levels hurt key employees and 
owners (of course they hurt the non-highly compensated also, but 
It took a long time for Congress and others to understand there was 
a very real correlation between what the small business owners 
could put away for themselves and their key employees and what 
would he nnf in fnr thf nrvn K ; ^ K I , , • 

... — .„g,,„j, i-uuipcjisaieu employees). 
It is interesting to examine where these limits would be today 

If the law in 1982 had not been enacted. The defined contribution 

hmit, which was $45,475 in 1982, assuming a constant 3% COLA 

would have been $75,163 in 1999. This is also where the 401(k) 

plan hmit would have been also. Only in 1987, was the amount 
an employee could save by annual 401(k) contribudons limited to 
$7,000 and the " A D P " tests could further limit this amount for the 
highly compensated employees, i^e The defmed benefit limit, which 

was at $136,425 in 1982, assuming a constant 3% COLA, would 

t ^ ^ V f ^ " ^ ' ^ ^ ^ '"f^'^^nt COLA of 
3%. The true COLA number during those years would be closer 
to an average of 4%~5%. In 1974, the maximum defined benefit 
^ \ " r r n n n ^^^ ' ^^^ ' ^'''- ^ ^ ^ ^ ^ ^̂ e maximum benefit 

, A ? . V ? ^ " """^^ ^ " " " ^ S ^ ^ ^ S ^ ' h^^^ ""^ '^ than quadrupled 
smce 1974. Thus, pensions replace much less pre-retirement income 
now than they did in the past. In order for these ratios to retum 
to prior levels, the maximum would have to be over $300,000 now. 

Given how critical it is for people to start saving for their own 

retirement today, it seems most peculiar to have limits harsher than 

they were 17 years ago. Some people say that increasing limits wil l 

not operate as an incentive to small businesses to sponsor a plan 

and wil l only be used by the so-called " r ich ." i57 Not only wi l l the 

increa.sed limits serve as an incentive to small businesses to sponsor 

•^_rmrcm^ but the higher limits wi l l be enjoyed by employees 

156 [.R.c. § 402(g) ( C C H 1998). 

own r < T n ' ' ^-^P^^nsa.cd" employee a.s an employee who: (i) is a 5% 
vnt . or (n) earned more lhan $80,000 (inde.xed lor intlalion) and was in Ihe 

op pa.d group ol employees for ,he preceding plan year. I .R.C. *i 4 l4(q)( l 

$5()!o()0 ™ ' """"" ' " ^ individual making more lhan $40,000 -
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who are not "rich." For instance, it is very common today for both 

spouses to be employed. Quite often, these couples decide that one 

of the spouse's income wil l be used as much as possible to make 

contributions to a 401(k) plan. Today, the most the couple can save 

is $10,000 (and if the partcipant-spouse makes more than $80,000 

or makes less but is a 5% owner of a small business, then the couple 

might not even be able to put in $10,000).iss Often, the couple 

would have been wil l ing to save more. These couples might eam 

$40,000, $50,000 or more, but they are not "rich." It is only because 

both spouses are working that they, are enjoying decent income 

levels. We should provide the means by which they can save in 

a tax-advantaged fashion while they can. This same principle 

applies particularly to women who enter and leave the workforce 

intermittently as the second family wage earner. They and their 

families stand to benefit the most from increased retirement plan 

limits because they wi l l provide the flexibility that families require 

as their earnings vary over time, and as demands such as chi ld 

rearing, housing costs and educadon affect their ability to save for 

retirement. 

Many mid-size employers rely less on their existing defined 

benefit plans to provide benefits for their key employees and more 

on non-qualified deferred compensation plans. This is a direct result 

of the reduction in the defined benefit plan limit. Thus, pensions 

replace much less pre-retirement income now than they did in the 

past. In order for these r^itios to retum to prior levels, the maximum 

would have to be over $300,000 now. The lower limits have caused 

a dramatic increase in non-qualified pension plans, which provide 

benefits over the limits. They help only the top-paid employees. 

This has caused a lack of interest in the defined benefit plan because 

there is no incentive to increa.se benefits since the increases cannot 

benefit the highly compensated employees or key employees. This 

is unfortunate since increases affect all participants. 

158 I .R.C. § 414(q)(l) ( C C H 1998). 

159 Recently, there ha.s been talk of the retirement plan tax expenditure in 1999 

being approximately 100 bil l ion dollars with 20% going to the top 1% of taxpayers. 

75% going to the top 20% of taxpayers and less than 10% going to the bottom 

60% of taxpayers. Of f ice o f T a x Analysis. U..S. Dep't of Treasury. "Distribution 

of Pension Benefits Uniler Current Law — Talking Points 1" (1999). According 

to E B R I , the total pension tax expenditure in the F Y 1993 federal budget was 

$56.5 bi l l ion. Of this amount $27.9 billion (or 49.4% ) was attributable to public 
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There should be a corresponding increase in the limit on includ

able compensation for similar reasons. There was no dollar limit 

on the amount of annual compensadon taken into account for 

r j ^ ' U ^ / ' f " " ' " ' " ^ P^ ' " ^""^^^'^^ ^ " ^ contribudons under 
E R I S A . T R A 86 required a qualified retirement plan to limit the 
annual compensation taken into account to $200,000, indexed The 
$200,000 limit was adjusted upward through indexing to $235 843 
tor 1993. A s part of the Omnibus Bud 

1993, the limit on includable compensation was further reduced 

down to $150,000 for years after 1994. The $150,000 compensadon 

I t son ^^T":^ " approximately equal to 
$46,500 m terms of today's dollars (assuming 5% average infladon 
rate). This is far below the $75,000 that represented the highest 
amount upon which a pension could be paid under then-new I R C 
§ _ 4 1 5 ^ i r n 9 7 4 . At first, it was thought that this cutback had hurt 

sector defined benefit pension plans. Private sector defined contribution plans 

? 7 2 b i L ' ,4 T - ' ^ ' P " - ^ ^ defined benefit 

2%). Thus, the actual number we were dealing with in 1993 in connection with 

the pnvate retirement system was $27.5 bill ion. Even assuming arguendo Z 7 Z 

expenditure has grown from 1993 to 1999 by 43.5 bilhon dollars, fhe expendi 

k i the pnvate retirement system would be roughly 48.7 billion dollars not 100 
.c r e o! r - ' " " ^ ^ • • - " ' 1 - the e pen iture 
lor the public retirement system of 51.3 bil l ion dollars. Also , it is likely that the 
expenditure lor public sector defined contnbution plans has increased since 1993 

as Zfo^T " ^^ ' "^ P ^ " ^ - " - P - d i t u r e was allocated 

Income Class 

less than $10,000 

10,000—19,999 

20,000—29,999 

30,000—49,999 

50,000—99.999 „ 

100,000-199,999 
200,000 and over ^ ^ 

v a r n n c f wi'th'^hT ^ 8 - " ' '^ese numbers appea; to be at 
variance with the numbers distributed by the Of f i c e of Tax Analysis of the 

w , r t r ; " n - ^^^^ "--^^^^^ - ^^^^^ - - t u a l d l F u l e r 
w h he proliferation of 40l (k) plans and how much they are used by the non-' 

.^h y compensated employees i , would seem that the numbers today would be 

z::::i::, ^^--p'-^^-^ d e c r e a s e d t o 
mcome levels due to the continued growth in the non-qualified plan area. 

% 

0.0 

1.4 

7.1 

28.1 
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several groups of employees — owners and other key employees 

of all-size businesses who made more than $ 150,000 and mid-range 

employees and managers (people in the $5O,O0O-$7O,OOO range) 

who were in 401(k) plans and in defined benefit plans. It now 

appears that all employees were hurt. A s small business owners 

determined that the benefits were too low compared to the costs 

and administrative burdens, they terminated plans. Non-qualified 

plans took over in the mid-to-large business context and the defined 

benefit plan, in particular, became static. Because benefits could 

not be increased for key employees, they were not increased at a l l . 

Although indexed, adjustments are now being made in increments 

of $10,000 and adjusted downward. Since 1997, the indexed amount 

has been $160,000.1^0 Yhe limit on includable compensadon should 

be restored to its 1988 level of $235,000 and be indexed in $1,000 

increments in the future, i^i 

[2] 401(k) Changes 

[a] Increase the I.R.C. § 401(k) Contribution Limit 

Increasing 401(k) contribudons f rom $10,000 to $15,000 would 

be a significant change which would assist many employees, 

particularly those who are getting closer to retirement age and/or 

those employees who are reentering the workforce after long 

absences (e.g., a mother who took dme off to raise young children). 

160 i .R.s . Notice 96—55. 1996—2 C . B . 222. 

161 The Department of Labor's E R I S A Advisory Council on Employee Welfare 

and Benefit Plans recently released its "Report of the Working Group on Small 

Business: How to Enhance and Encourage The Establishment of Pension Plans'" 

dated November 13. 1998. This report provides eight recommendations for solving 

the problems facing small businesses today in the retirement plan area. Interest

ingly, these recommendations mirror many of those that came out of the National 

Summit on Retirement Savings and mirror many of the provisions in H.R. 1102. 

The Advisory Council report calls for a repeal of top-heavy rules, elimination 

of IRS user fees, an increase in the limits on benefits and contributions, an increase 

in the limits on includable compensation, the development o f a National Retirement 

Policy, consider the development of coalitions, tax incentives and the development 

of a simplified defined benefit plan. This a comprehensive and well-reasoned report 

and should be read by anyone trying to. determine how lo encourage small 

businesses to enler the qualified retirement plan system. 
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[b] Exempt Match Safe Harbor from Top-Heavy Rules 

Opening up the second 401(k) Safe Harbor—the "Match Safe 

Harbor"—to small businesses by exempting it from the Top-Heavy 

Rules would be a valuable change which would place small business 

on a level playing field with its larger counterparts. 

[c] The Qualified Plus Contribution is an Exciting Concept 

The Qualif ied Plus Contribution is an exciting concept which 

may prove to be sought after by employees contributing 401(k) 

contributions. The Qualified Plus 401(k) Contribution X62 extends 

the Roth I R A concept to the 401(k) plan. Basically, the 401(k) plan 

could allow each participant who makes a 401 (k) contribudon to 

designate a portion of the 401 (k) contribution as a Roth 401 (k) 

contribution (or a Qualified Plus Contribudon). Similar to a regular 

Roth I R A contribution, the Qualified Plus Contribudon is a non-

ff'ct'ble 401(k) contnbution. This means that the amount o f the 

4 0 l ( k ) contnbution elected by the participant to be a Qualified Plan 

Contnbution would be included in the participant's taxable income 

for the current year. Because, the Qualified Plus Contribudon is 

treated like a Roth I R A contnbution, however, the earnings on the 

Qualified Plus Contribudon, while inside the 401 (k) plan wil l not 

be subject to income tax nor wi l l distribudons from the Qualified 

Plus Contnbution be subject to income tax when made (assuming 

the distnbution qualifies for tax-free treatment.)i63 A l s o this 

money could be rolled directly to a Roth I R A . This could'be a 

valuable mcome tax savings option for 401(k) participants. 

4 n f r ^ r f ' ' " ' " f n ' participant in her employer's 
4 0 I ( k ) plan ,n 1 9 9 9 and makes a $ 1 0 , 0 0 0 401(k) contnbution for 
2 0 years Her 4 0 1 (k) allows for a Qualified Plus Contribution 
H a r d v ^ ^ to designate $ 2 , 0 0 0 a year as a Qualified Plus 

1 " Comprehensive Retirement Security and Pension Reform Act . H .R 110^ 
106th Cong, i) 109(a) (1999). 

t h e ' d ' s t n b m i o n " " ' T " " " ' ^ " " ^ ^ ' " " ^ " ^ ^ " ^ J ^ ' ' " - - ' ^ tax i f 
th " r i o 7 r ' ' ' " ' " P ^ " ' ^ f ' - 'he death 

u d,f i ' • ° " ' ' ' ' participant's disability; and (iv) as 

4()8(d)(.). O course, because a Qualified Plus Contribution is not subiect to 

Q - ^ ' - ^ ^ ' - ^ contributions womd have to be kep; 
m a .separate account. Th,s may increa.se administrative costs for 401 (k) Plan 
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Contribution which earns an average of 8% during the 20-year 
period. The contribution is made at the beginning of the year. If 
Hardworker retires after that 20-year period, then her Qualified Plus 
Contribution Account would be $98,846. A l l of which can be 
distributed to Hardworker income tax free! 

[d] Exclude 401(k) Contributions from the I.R.C. § 404 15% 

Deduction Limit 

Excluding 401 (k) contributions made by the employees from the 
15% deducdon limit of I .R.C. § 404^^^ would make these plans 
better for all employees. Today, employee 401 (k) contribudons are 
included as part of the I .R.C. § 404 limit. I .R.C. § 404 limits a 
company's deduction for profit-sharing contributions to 15% of 
eligible participants compensadon. î s f h i s limit covers both em
ployer contributions (e.g., matching or profit-sharing) and employee 
40](k) contributions made to the 401(k) plan.^^e xhis limitadon 
now operates against public policy; either employer contribudons 
are cut back, which works to the detriment of the employees' 
redrement security, or employee pre-tax salary deferred contribu
tions (e.g., 401(k) contributions) must be retumed to the employee. 
Thus, employees lose an opportunity to save for their retirement 
in a tax-free environment. This is particularly inappropriate since 
the employee has already taken the initiative to save for his or her 
retirement, exactly the behavior Congress wants to encourage, not 
discourage. 

[e] Repeal of the Complicated "Multiple Use Test" 

The complicated "Multiple Use Test" should be repealed. This 

test is nearly incomprehensible and forces small businesses (really 

their accountants or plan administrators) to apply different anti

discrimination tests to employer matching contributions than what 

may have been used for the regular 401(k) anti-discrimination tests. 

Quite often because of this test, small businesses stay away from 

matching contributions. 

164 I.R.C. § 4()4(Li)(3) ( C C H 1998). 

165 Id. 

166 Id 

167 Treas. Reg. § 1.416—1 M — 2 0 Q&A. , Key employee contributions to a 401 (k) 

plan are deemed employer contributions. 
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Al lowing employee-pay-all 401(k) plans for small business is 

401(k) olan 7 ^ ^ ° ^ ^ ^ ^ " ' ' ' ' ' ' ^ ^ ^ ^ ' contribution to 
4 0 K k ) plan ponsored by a small business without triggering the 
op-heavy rules so that the small business is required to make the 

— c o n t r i b u d o n - 3 ^ . . ^ ^ ^ ^ ^ ^ ^ ^ ^ 

...y IS uie existing law a trap for the unwary since many small 

businesses, mcluding their advisors, are unawL of th.rstra^fe 
regulatory, not statutory, rule, but it is also unfair sine a a Z 

company would be able to sponsor an employee-pay-all 4 0 U k I n 

?eTulT;40l7kr T: "̂̂ '̂̂ ^^^ -nt ' nbLon ' s Io the p l f i 

nsu e that the : O H HT""''°" ̂ "'̂  - ^ - - t to 
' r a V l e h r h , ' ' ' ^""P^"^^^^^ ^-P'oyees are treated fairiy 
VIS a VIS the highly compensated employees. 

[g] Catch-up Contributions 

The so-called "Catch-Up Contnbutions" for people approaching 
et.rement would be veiy helpful for all employees but e s X a H y 

for sma 1 business employees (many of whom were n o t l 'to ' " e 

lady helpful i f they are deemed to be a part of the 401 (k) . J Z T 

"s hen h ^ T ' ^ ' ^ "^"^h ^ ^ ' ^ ^ ' ^ the small business 
«s then thrown back into complicated A D P testing. 

[3J Inc^rease I . R . C . § 404 Deduction L i m i t F r o m 15% to 

Increasing the I .R.C. Section 404 15% deduction limit to 25-7 

^^ '^^ ^ ^ " ' ^ a p p r e c i a b i y ' : : ^ L r s ^ 
finesses. Section 404 hmits a company's deducdon for nrnfif 

^ n g ^ o n t r . utions to 15% of eligible participants' ^ l ^ ^ : 

but, e es V ' ' " ^ ' ^ "^""^ companies, including small 
businus es, .sponsor two plans becau.se the 15% limit is too low fo 
the contnbutions they are making for their employee M o t L ^ n 

t o 7 : : T h r ' ^ - ^ ^ ' " ^ ^ • ° " p '^- ^--p-^^ a ^ r X s h t 

168 See. Top-Heavy di.scussion. supra. § 2.03. 
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requiring companies to sponsor two plans where one would do, 

administradon expenses and user fees are doubled. Each year the 

company is required to f i le two IRS 5500 forms instead of one. 

The company is required to have two summary plan descripdons 

instead of one. This change would truly s impl i fy and reduce 

administradon expenses. 

[4] Top-Heavy Rules 

The Top-Heavy rules are now largely duplicative of many 

other qualificadon requirements which became law subsequent to 

the passage of these rules. They often operate as a "trap for the 

unwary," particularly for mid-size businesses which often do not 

check for top-heavy status and for micro small businesses which 

often do not have sophisticated pension advisors to help them. These 

rules have always been unfair impacting only small-to-mid-size 

businesses. 

The top-heavy rules have required extensive record keeping by 

small businesses on an ongoing five-year basis.They have also 

represented a significant hassle factor for small business — constant 

interpretative questions are raised on a number of top-heavy issues. 

Consequently, additional work is required to be done by a pension 

administrator when dealing with a top-heavy plan, particularly a 

top-heavy 401 (k) plan. 

Family attribution for key employees in a top-heavy plan should 

also be repealed. These rules require a husband and wife and 

children under the age of 19 who work in a family or small business 

together to be treated as one person for certain plan purposes. They 

discriminate unfairly against spouses and children employed in the 

same family or small business. Again, many small business owners 

believe these rules have already been repealed. They do not realize 

that family aggregation is different than family attribution. It is time 

for individual family members, particulariy spouses, to be treated 

as individuals. 

169 See, Top-Heavy discussion, supra, § 2.03[3]. 

170 The changes made in recently introduced H.R . 1102 wi l l significantly sim

plify the redrement system with little to no detriment to any policy adopted by 

Congress during the last decade. Comprehensive Retirement Security and Pension 

Reform Act. H.R. 1102, 106th Cong. 109(a) (1999). 
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A simplified definition of a key employee, as well as only 
requiring the company to keep data for running top-heavy tests fô ^ 
the current year, rather than also having to keep it for the past fou 
years, in addition to the current year, would simplify the sys^m 
without adversely affecdng any underlying policy ^ 

[5] Required Minimum Distribution Rules 

A certam minimuu. aiuount should be exempt from the complex 
required minimum distribution r u l e s . F u r t h e r , the rule wh ch 
delays receiving distribudons for all employees other than 5-percrnt 
owners-a ^ntil actual redrement, if later, should be extended to 
5-percent owners. There seems to be no policy rationale f t i n g 

s d r ^ m r ^ ^ ^ " ' ' ' ' ' ' ' ' ' ^ ^ " ' " ' ^ " ^ ^'^y -

[6] Lineal Descendants Should Be Allowed to Roll-Over 
Inherited Plan Assets to an IRA 

Direct lineal descendants of the participant, in addition to a 
spouse, should be able to rollover an inherited retirement p L 

s b l ^ t - r t h e ' ' 'f "'^'^^"^ namesThrsU: as oene .cary, the spouse can "rollover" the redrement olan as.et. 

;""n O ^ ^ e Z ' T ^^^^'^^"^ P ^ ^ - " ^ ^ " h - ^ e l e 
c Idren a r K r ' ^ ' ^ ^ ' P ^ " ^ '''' his or her 
nto an IRA H n ĥe assets 
n one lump I'T^" " " ^ ^^^^ ^'^^"hution 

problem i T '''''''' ' '^'''^ - - - e tax 

[7] All (or a Portion) of Retirement Assets Should Be 
i^xempt From Estate Taxes 

rJ!l^'' f^?" ' " ! exemption (either in f u l l or part) for the 
r a P^;"^-^«^^;--estate taxes. If the children aL forced 

sur vin. p rent) T K ^ " " " ^ ' " ^ ^̂ ey have no 
: ! ! ! l P ! [ e " t ) . the entire retirement plan contnbution is brought 

I .R.C § 401(a)(9)(A) ( C C H 1998). 

i72 l .R ,c . § 401(a)(9)(C)(ii) ( C C H 1998). 

I .R.C. § 401(a)(9)(B)(iv) ( C C H 1998). 

"^^^'e. Estate Tax Exemption discussion, infra. § 2 . l2f7] . 
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into the estate of their parent who was a plan participant and is 

subject to immediate income tax. This is the fact pattem where 

the plan distribution is reduced by up to 85% due to taxes — federal 

and state income taxes and federal and state estate taxes. This is 

why people often say they do not want to save "too much" in a 

retirement plan because i f they die the govemment takes it all and 

their children and grandchildren receive way too litde. 

[8] Eliminate I.R.C. § 404(a)(7) 

L R . C . § 404(a)(7) is an addidonal deducdon limitadon imposed 

on companies that sponsor any combination of a defmed benefit 

plan and a defmed contribution plan. When a company chooses to 

sponsor both types of plans, then it is limited to a deduction equal 

to 25% of the eligible participant's compensation.i^e The defined 

benefit plan is subject to a myriad of limitations on deductions and 

contributions. The defmed contribudon plan is likewise subject to 

its own limitations on deductions and contributions. This extra 

limitation often hurts the older employees who would otherwise 

receive a higher contribution in the defined benefit plan. Often 

companies simply choose not to sponsor both types of plan because 

of this limitation. This is unfortunate since the defmed benefit plan 

is more valuable to the older, long-time employees while the defined 

contribution plan is more valuable to the younger, more transient 

employees. 

[9] Allow Plan Loans for S Corporation (Sub-S) Owners, 
Partners and Sole Proprietors 

The rules with respect to loans from retirement plans should be 

extended to Sub-S owners, partners and sole proprietors. This would 

place all small business endties on a level playing field. 

[10] Repeal of 150% of Current Liability Funding Limit 

This is a very technical issue, but basically, defined benefit plans 

are not allowed to fund in a level fashion. I .R.C. § 412(c)(7) was 

amended to prohibit funding of a defined benefit plan above 150 

percent of current "termination liability." This is misleading because 

^'^^ See, Lineal Descendants discussion, iHpra, § 2.12[6]. 

176 I .R.C. § 404(a)(7) ( C C H 1998). 
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termination liability is often less that the actual liability required 
to close out a plan at termination, and the limit is applied to ongoing 
plans which are not terminating. This provision is particularly 

detrimental to small businesses which simply cannot adopt a plan 

that does not allow funding to be made in a level fashion."'' 

[11] User Fees and Tax Credits 

As discussed, srnall hi 
' " ^ ^ aiiu lugii auministra-

dve costs when deciding to implement a retirement plan These 
costs also include the "user fees" charged by I.R.S. when a business 
applies for the I.R.S. 's "approval" on the implementation of its 
retirement plan. These fees generally run about $100-$ 125 but can 
go as high as $1,250,178 These user fees serve as a determent to 
the formation of new plans and should be eliminated. A start-up 
tax credit for some or all of the start-up costs paid by an employer 
would promote new small business plans particularly i f it covers 
costs for a two-or three-year period. i79 

§ 2.13 C O N C L U S I O N 

^ A small business wi l l go through a cost-benefit analysis to 
determine whether to sponsor a qualified retirement plan. A number 
of factors are analyzed including the profitability and stability of 
the business, the cost of sponsoring the plan both administradvely 
as well as required company contribudons, whether the benefit wi l l 
be appreciated by staff and by key employees and whether the 
benefits to the key employees and owners are significant enough 
to offset the addidonal costs and burdens which come with a 
retirement plan. Legislation such as H.R. 1102, S. 741 and S 646 
would dramatically improve, the qualified retirement plan sys-
^eni^^__ByjTiaking the system more user friendly and increasing 

178 I.R.s. Form 8717 (1997). 

loJ?nIilLl'°L"'°"'''/™''''' '""̂ ^ ' businesses with less than 
Z Tnd nn . S ^ ^ ^ ' " ^ « ^2,000 for the 1st year of the 
plan, and (u) $500 for each of the next two plan years. 

theTal^onlv-I t> ' ' ^ T ' f ' "'"^ '^''^'^ ' ^ 8 ' ^ ' ^ ' ' ° " becomes 

^itsTon '-r h T,H '^"""^"^ ' ° '"^^'°^^ the system 
the 980 . r ^° ""^'^"^'^^ " ^ 8 ^ " ^ ^ ^ " ' l '^°"^Ple- changes of 
the 1J80S while retaining the needed reforms introduced during that period 
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benefits, more small businesses w i l l sponsor retirement plans. 

Easing administrative burdens wil l reduce the costs of maintaining 

retirement plans. The changes would revitalize the retirement plan 

system for small business as it is perceived by small businesses 

as more fair to them. Final ly , the positive changes made by 

Congress in the 1980's would be retained and the dme-tested 

E R I S A system would stay in place. Ultimately, it is essential for 

this country to do everything possible to encourage small business 

redrement plans so that individuals are not dependent upon the 

govemment for their retirement well-being. 




