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I.  Pension Protection Act – Current Operational Issues


A.  An Overview of the PPA Funding Requirements  (IRC § 430)

Object:  Significantly tighten funding requirements for defined benefit plans

Goal:  Full funding of defined benefit pension plans

Problem:  Benefit liabilities increase each year, requiring contributions

New Problem:  Severe decline in financial markets in 2008

Mercer Study – reported by CCH, 2/24/09

Pensions of Companies in the S&P 1500
At 12/31/07 – Surplus of $60 billion, funded ratio – 104%
At January, 2009 – Deficit of $380 billion; funded ratio 75%

PPA Required Funding:  

Overview:  PPA introduced a completely new approach to the funding of single-employer defined benefit pension[image: image1.png]


 plans. The law establishes new rules for calculating plan assets and liabilities, and it eliminates deficit-reduction contributions for underfunded plans.  When it is fully phased in (2011), the law will require plan funding to be equal to 100 percent of the plan's liabilities. Any unfunded liability will have to be amortized over seven years. Sponsors of severely underfunded plans that are at risk of defaulting on their obligations will be required to fund their plans according to special rules that will result in higher employer contributions to the plan.  Plan sponsors will continue to be allowed to use credit balances to offset required contributions, but only if the plan is funded at 80 percent or more.

Under the PPA, the minimum required contribution of a plan sponsor to a single-employer defined benefit plan for a plan year will depend on a comparison of the value of the plan's assets with the plan's funding target and target normal cost. Plan assets are valued at fair market value as of the “valuation date” (the first day of the plan year).

General Funding Rule:  The PPA “minimum required contribution” is the sum of— 

(1) the target normal cost of the plan for the plan year, 

(2) the funding shortfall amortization charge (if any) for the plan year, and

(3) the funding waiver amortization charge (if any) for the plan year.

Unless the plan is overfunded (assets exceed liabilities), the sponsor will have to pay at least the target normal cost each year.

Key Definitions:

Funding target.  the funding target of a plan for a plan year is the present value of all benefits accrued or earned under the plan as of the beginning of the plan year.
Target normal cost.  A defined benefit plan's target normal cost for a year is the present value of benefits expected to be accrued in the current year, including benefits that are attributable to increases in compensation.  The classic “final average pay” plan where the benefit is equal to a specified percent of pay averaged over a period of time.  E.G., one percent of pay times the last three years of an employee’s compensation.

Funding target attainment percentage  The “funding target attainment percentage” (FTAP)is the ratio of plan assets to the funding target for that plan year. Reaching 100 percent will replace the full-funding limit as the point at which no more contributions are required.  But additional benefit accruals, or declines in asset values will keep this difficult to achieve.
EXAMPLE:

Valuation date:  January 1, 2008 (Calendar year plan) 
Values (in millions) At
Approximately 2,000 participants 
1/1/08
10/1/08

Target Liability: 
$40.40
$40.40
Fair Market Value of Assets: 
$37.20
$26.40

Funding Shortfall:
$3.2
$14.00

Funding target attainment percentage (FTAP):  
92%
65.3%
Special Rule:  At-Risk Plans
A plan is in “at-risk” status for a plan year if the funding target attainment percentage (FTAP) for the preceding plan year is less than 80 percent (70 percent and 75 percent for plan years beginning in 2009, and 2010, respectively), and the “at-risk” FTAP for the preceding plan year is less than 70 percent.  The “at-risk” rules apply only to plans with more than 500 participants, and an “at-risk” plan must use its termination liability value rather than the regular target liability. 

Participant Disclosure of Funded Status:

Defined Benefit Plan Annual Funding Notice – ERISA § 101(f)

U.S. DOL Field Assistance Bulletin No. 2009-01 (February 10, 2009)

DOL form of Funding Notice - Attached

Timing – 120 days after the close of the plan year (April 30 for calendar year plans).  May correlate with the funding limitation notice if certification by March 31.

Penalty - $100/day [§ 502(c)(1)]

B.  Unforeseen Consequences of the Pension Protection Act  (IRC § 436)

Putting the Spotlight on the Funded Status of Defined Benefit Pension Plans

Adjusted funding target attainment percentage  The “adjusted funding target attainment percentage” (AFTAP) is the FTAP (ratio of assets to liabilities at the beginning of the year) adjusted (increased) of any annuities purchases for non-highly compensated employees in the prior two years.

Limitation on benefits and accruals – IRC § 436

Internal Revenue Service issued proposed regulations August 31, 2007; (72 Fed. Reg. 550544).   Applicable to Valuation Dates on and after January 1, 2009.

Key AFTAP break-points:  80%; 60%.

Where the AFTAP is less than 80% but not less than 60%, the plan cannot:

(1)
be amended to increase benefits; and

(2)
accelerate payments - pay a lump sum distribution of more than 50% of the lump-sum amount or the present value of the participant’s PBGC guaranteed.  The balance of the participant’s benefit must be payable in an annuity form.

If the plan’s AFTAP is less than 80% for two consecutive years, all lump sum payments and annuity purchases are prohibited.

Where the AFTAP is les than 60%, three limits come into play:

(1)
benefit accruals are completely frozen;

(2)
no lump sums of any amount can be paid;

(3)
no “shutdown” or other ‘unpredictable contingent event” benefits can be paid.

Unpredictable contingent event. An unpredictable contingent event benefit means any benefit or increase in benefits to the extent the benefit or increase would not be payable but for the occurrence of an unpredictable contingent event. For this purpose, an unpredictable contingent event means a plant shutdown (whether full or partial) or similar event, or an event other than the attainment of any age, performance of any service, receipt or derivation of any compensation, or the occurrence of death or disability. Thus, for example, if a plan provides for an unreduced early retirement benefit upon the occurrence of an event other than the attainment of any age, performance of any service, receipt or derivation of any compensation, or the occurrence of death or disability, then that unreduced early retirement benefit is an unpredictable contingent event benefit to the extent of any portion of the benefit that would not be payable but for the occurrence of the event, even if the remainder of the benefit is payable without regard to the occurrence of the event.
Key Element:  Actuarial Certification
The key to these restriction rules is the actuarial certification of the AFTAP percent.  The AFTAP percent is calculated as of the plan’s valuation date which is the first day of the Plan Year.  However, certain statutory presumptions apply:

(1)
the prior year AFTAP applies until a new actuarial certification is provided;

(2)
if the AFTAP certification is not provided by the end of the fourth month in the new plan year, the AFTAP for the current year is the prior year’s AFTAP reduced by 10%; and

(3)
if the actuarial certification is not issued by the first day of the 10th month, the plan is presumed to have an AFTAP of less than 60%.

Special rules for collectively bargained plans; Delayed effective dates – Earlier of expiration of CBA or January 1, 2010.

Mixed plans – Bargaining employees and non-bargaining employees – considered collectively bargained if at least 25% are members of bargaining units covered by the plan.

Unanswered question:  Do you count retirees?

Consequences of Underfunding – Notice to employees
A notice must be provided to participants and beneficiaries within 30 days after one or more of the limitations applies as a result of an actuarial certification or the occurrence of a presumption.  [ERISA § 101(j)]

Penalty for failure to provide notice - $1,000/day.  [ERISA § 502(c)(4)]

II.  Major Provisions of the Worker, Retiree and Employer Recovery Act of 2008

Asset smoothing – Not what was expected or hoped for.  Under PPA's minimum funding rules the value of plan assets generally is the fair market value of the assets. The value may be determined based on averaging of fair market values, but only if such method: (1) is permitted under regulations; (2) extends no longer than a two-year period; and (3) does not result in a determination of the value of plan assets that at any time is less than 90 percent or more than 110 percent of the fair market value of the assets at that time.  WRERA added the provision for “expected earnings,” and specified that the interest rate for expected earnings rate could not exceed the applicable third segment rate (6.4 percent for calendar year plans).

Revised definition of target normal cost.  Clarifies that the “target normal cost” for a plan year is increased by the amount of plan-related expenses paid by the plan and decreased by any mandatory employee contributions expected to be made to the plan in the plan year.
Exception for limitation on accelerated payments.
If a § 436 limitation on lump sum payments applies, but the lump sum present value is under the $5,000 cashout limit, it can still be paid.

2009 Moratorium for Required Minimum Distributions (RMD’s)
Statutory retirement plans (qualified retirement plans, 403(b) and 457 plans, and individual retirement accounts and annuities (“IRAs”)), are subject to annual required minimum distributions (“RMDs”) under Internal Revenue Code section 401(a)(9).  The RMD must be taken by April 1 following the year in which the employee attains age 70 1/2.  A RMD for a defined contribution plan or IRA is determined by taking the account balance of the plan or IRA as of December 31 of the previous year and dividing it by a number based on life expectancy of the plan participant or IRA owner.  If the RMD is not distributed by the required date, a 50% excise tax is imposed on the shortfall not distributed (§ 4974).

The economic downturn has made RMDs particularly burdensome to older retirees in defined contribution plans and IRAs because RMDs for 2008 are based on December 31, 2007 account balances.  Since most account balance have significantly defined since that date, distributions for 2008 are likely to be unusually large relative to the current smaller account balances of many retirees.  The WRERA provides relief for the 2009 calendar year only by waiving the RMD requirement for IRAs and defined contribution plans.

III.  Revenue Ruling 2008-45

An Inside Look at the IRS’s Position on Buying and Selling Pension Plans

Background To The Ruling:  Yahoo! Reprint of BusinessWeek Article - Attached

Facts:
Corporation A maintains an underfunded defined benefit plan with no ongoing accrual of benefits. Corporation A transfers sponsorship of the plan to Subsidiary B, a wholly-owned subsidiary of Corporation A. Subsidiary B does not maintain any trade or business, has no employees, and has nominal assets. As part of the transfer, the plan document is amended to substitute Subsidiary B as the plan sponsor and to provide for Subsidiary B to assume Corporation A's responsibilities under the plan.

In connection with the transfer of the plan sponsorship, Corporation A also transfers cash and marketable securities to Subsidiary B. The amount of the transferred assets is equal to the amount of the plan's underfunding, as determined with reference to specified actuarial assumptions, plus an additional margin.

Shortly after the sponsorship of the plan and these assets are transferred to Subsidiary B, ownership of at least 80% of Subsidiary B's stock is transferred to Corporation C, an unrelated corporation. After this transaction, Subsidiary B is no longer a member of the Corporation A controlled group, within the meaning of §414(b) of the Code, but instead is a member of the Corporation C controlled group. The transaction is not in connection with the transfer of business assets (other than cash or marketable securities transferred to Subsidiary B), operations, or employees from Corporation A's controlled group to Corporation C's controlled group. The only business risk or opportunity in the transaction for Corporation C is to profit from the acquisition and operation of the plan.
Legal Issues:
The “Exclusive Benefit” Rule 

In order to be a qualified retirement plan, the plan must be for the exclusive benefit of its employees or their beneficiaries.  Internal Revenue Code § 401(a)(2).

Treas. Reg. § 1.401‑1(b)(4) provides that “[a] plan is for the exclusive benefit of employees or their beneficiaries even though it may cover former employees as well as present employees and employees who are temporarily on leave, as, for example, in the Armed Forces of the United States.”  

More importantly, that regulation specifically provides that it is permissible for a qualified retirement plan to cover only former employees: 

A plan covering only former employees may qualify under section 401(a) if it complies with the provisions of section 401(a)(3)(B), with respect to coverage, and section 401(a)(4), with respect to contributions and benefits, as applied to all of the former employees.  

History of the Exclusive Benefit Rule

Origin:  1921 - Code Section 219(f) [“Estates and Trusts”] exempted from tax an employer’s contributions to a trust formed as part of a profit sharing or stock bonus plan.  

A trust created by an employer as a part of a stock bonus or profit-sharing plan for the exclusive benefit of some or all of his employees, to which contributions are made by such employer, or employees, or both, for the purpose of distributing to such employees the earnings and principal of the fund accumulated by the trust in accordance with such plan, shall not be taxable under this section . . ..  

1928 – § 219(f) redesignated as § 165.

1942  - Language revised to read as it does today.

Exclusive Benefit Rule Interpretations

Revenue Ruling 57-163, 1957-1 C.B. 128, 135.  This ruling summarized the rules applicable to qualified retirement plans at that time.  In Part 2,(K), it stated:

“Trust investments must be for the exclusive benefit of employees or their beneficiaries. While an incidental benefit may also inure to [an]other, the primary purpose of benefiting employees or their beneficiaries must be maintained.”
Revenue Ruling 69‑494, 1969-2 C.B. 88, 88. 

“The primary purpose of benefiting employees or their beneficiaries must be maintained with respect to investments of the trust funds as well as with respect to other activities of the trust.  This requirement, however, does not prevent others from also deriving some benefit from a transaction with the trust.  For example, a sale of securities at a profit benefits the seller, but if the purchase price is not in excess of the fair market value of the securities at the time of sale and the applicable investment requisites have been met, the investment is consistent with the exclusive-benefit-of-employees requirement.”  

See, PLR 200418051 and PLR 9832040 dealing with proposed spin-offs of retirement plan assets from a domestic trust to a foreign trust, to fund the benefits of certain foreign employees.  Even in that situation, where the effect of the transfer would be to place the assets into a foreign trust that would not be subject to either ERISA or the Code, the IRS concluded that there had been no violation of the exclusive benefit rule because the transferred assets would continue to be used for the benefit of the affected employees.  

Also, TAM 9516005 (Dec. 22, 1994).  The IRS ruled that the exclusive benefit rule would not be violated by a retirement plan’s assumption of liabilities incurred outside of the plan, even though those liabilities related to individuals who had never been employed by the acquirer and even though the obligation to provide the benefits had been incurred by a prior employer who had later been acquired by the plan sponsor.  

Key to the ruling:  “Employer” status lost on transfer to a new controlled group

“In accordance with §414(b), all employees of all corporations which are members of a controlled group of corporations are treated as employed by a single employer.  Accordingly, even though Subsidiary B has no employees of its own, it is treated as an employer with respect to the employees of the Corporation A controlled group while it is part of that controlled group.  For purposes of the exclusive benefit rules of § 401(a), however, Subsidiary B will no longer be treated as an employer with respect to the employees of the Corporation A controlled group when it is no longer a member of that controlled group.”  [Analysis, second paragraph].

“Employees of the Employer”

Code Section 414(a)(1) requires that for purposes of Code Sections 401 through 420, “in any case in which the employer maintains a plan of a predecessor employer, service for such predecessor shall be treated as service for the employer.”  The legislative history for Section 414(a)(1) is brief – “Service with a predecessor employer must be counted for purposes of the plan if the successor employer continues to maintain the plan of the predecessor employer . . ..”

Also, Treas. Reg. § 1.415(f)‑1(c)(1), “a former employer is a predecessor employer with respect to a participant in a plan maintained by an employer if the employer maintains a plan under which the participant had accrued a benefit while performing services for the former employer (for example, the employer assumed sponsorship of the former employer’s plan . . .), but only if that benefit is provided under the plan maintained by the employer.”  
TAM 9516005 (Dec. 22, 1994).  A corporate acquisition which was followed by the merger of the acquired company’s defined benefit plan into the defined benefit plan of the acquirer.  Prior to the plan merger, the acquired company had been paying supplemental retirement benefits outside of its pension plan to a group of its retirees who had ceased employment before the acquisition.  After the plan merger, the acquirer sought a private letter ruling approving the payment of those supplemental benefits from the merged pension plan, even though the recipients of those benefits had never been its employees.  The Service ruled favorably.

The “Zero Percent Plan”  On August 10, 1995, the Chief, Employee Plans Technical Branch 2 of the IRS issued a memorandum to the District Director of the Los Angeles Key District office in response to a request for technical assistance as to whether a money purchase pension plan that accepted rollovers or transfers from other plans, but provided no new contributions to employees (a “zero percent” plan), could qualify under Code Section 401(a).  In ruling that such a plan could qualify, the memorandum pointed out that because of a law change enacted in 1992, employees could elect to have the benefits earned under one qualified plan transferred directly to another qualified plan, here the “zero percent” plan.  According to the memorandum, such a “zero percent” money purchase plan could be qualified, if it (i) had a qualified trust to hold the transferred or rolled-over contributions, (ii) provided “definitely determinable” benefits, and (iii) satisfied the other requirements of Code Section 401(a), particularly the 401(a)(4) nondiscrimination requirements.  The memorandum concluded that if these requirements were met, “then the mere fact that the plan provides for zero percent employer contributions would not, in and of itself, cause a money purchase plan to fail to qualify under section 401(a) of the Code”.  Accordingly, a plan that provides no benefits to persons who were employed by the plan sponsor, other than benefits earned during employment with a prior employer and transferred to the plan, can itself be a qualified plan.
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