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INTRODUCTION

This document,' prepared by the staff of the Joint Committee on Taxation, provides a
technical explanation of the “Pension Protection Act of 2006,” as passed by the House of
Representatives on July 28, 2006, and as considered by the Senate on August 3, 2006.

' This document may be cited as follows: Joint Committee on Taxation, Technical Explanation
of H.R. 4, the ““Pension Protection Act of 2006, as Passed by the House on July 28, 2006, and as
Considered by the Senate on August 3, 2006 (JCX-38-06), August 3, 2006.



TITLE I: REFORM OF FUNDING RULES FOR SINGLE-EMPLOYER
DEFINED BENEFIT PENSION PLANS?

A. Minimum Funding Standards for Single-Employer
Defined Benefit Pension Plans
(secs. 302-308 of ERISA, and sec. 412 and new sec. 430 of the Code)

Present Law

In general

Single-employer defined benefit pension plans are subject to minimum funding
requirements under the Employee Retirement Income Security Act of 1974 (“ERISA”) and the
Internal Revenue Code (the “Code™).” The amount of contributions required for a plan year
under the minimum funding rules is generally the amount needed to fund benefits earned during
that year plus that year’s portion of other liabilities that are amortized over a period of years,
such as benefits resulting from a grant of past service credit. The amount of required annual
contributions is determined under one of a number of acceptable actuarial cost methods.
Additional contributions are required under the deficit reduction contribution rules in the case of
certain underfunded plans. No contribution is required under the minimum funding rules in
excess of the full funding limit (described below).

General minimum funding rules

Funding standard account

As an administrative aid in the application of the funding requirements, a defined benefit
pension plan is required to maintain a special account called a “funding standard account” to
which specified charges and credits are made for each plan year, including a charge for normal
cost and credits for contributions to the plan. Other charges or credits may apply as a result of
decreases or increases in past service liability as a result of plan amendments, experience gains
or losses, gains or losses resulting from a change in actuarial assumptions, or a waiver of
minimum required contributions.

In determining plan funding under an actuarial cost method, a plan’s actuary generally
makes certain assumptions regarding the future experience of a plan. These assumptions

? Some provisions that are identical or similar to the pension provisions in the bill were
contained in other bills reported by the House Committees on Ways and Means and Education and the
Workforce and the Senate Committees on Finance and Health, Education, Labor and Pensions, or passed
by the House or the Senate during the 109th Congress. These bills include H.R. 2830, S. 1953, and
S. 1783.

* Multiemployer defined benefit pension plans are also subject to the minimum funding
requirements, but the rules for multiemployer plans differ in various respects from the rules applicable to
single-employer plans. Governmental plans and church plans are generally exempt from the minimum
funding requirements.



typically involve rates of interest, mortality, disability, salary increases, and other factors
affecting the value of assets and liabilities. If the plan’s actual unfunded liabilities are less than
those anticipated by the actuary on the basis of these assumptions, then the excess is an
experience gain. Ifthe actual unfunded liabilities are greater than those anticipated, then the
difference is an experience loss. Experience gains and losses for a year are generally amortized
as credits or charges to the funding standard account over five years.

If the actuarial assumptions used for funding a plan are revised and, under the new
assumptions, the accrued liability of a plan is less than the accrued liability computed under the
previous assumptions, the decrease is a gain from changes in actuarial assumptions. If the new
assumptions result in an increase in the plan’s accrued liability, the plan has a loss from changes
in actuarial assumptions. The accrued liability of a plan is the actuarial present value of
projected pension benefits under the plan that will not be funded by future contributions to meet
normal cost or future employee contributions. The gain or loss for a year from changes in
actuarial assumptions is amortized as credits or charges to the funding standard account over ten
years.

If minimum required contributions are waived (as discussed below), the waived amount
(referred to as a “waived funding deficiency”) is credited to the funding standard account. The
waived funding deficiency is then amortized over a period of five years, beginning with the year
following the year in which the waiver is granted. Each year, the funding standard account is
charged with the amortization amount for that year unless the plan becomes fully funded.

If, as of the close of a plan year, the funding standard account reflects credits at least
equal to charges, the plan is generally treated as meeting the minimum funding standard for the
year. If, as of the close of the plan year, charges to the funding standard account exceed credits
to the account, then the excess is referred to as an “accumulated funding deficiency.” Thus, as a
general rule, the minimum contribution for a plan year is determined as the amount by which the
charges to the funding standard account would exceed credits to the account if no contribution
were made to the plan. For example, if the balance of charges to the funding standard account of
a plan for a year would be $200,000 without any contributions, then a minimum contribution
equal to that amount would be required to meet the minimum funding standard for the year to
prevent an accumulated funding deficiency.

Credit balances

If credits to the funding standard account exceed charges, a “credit balance” results. A
credit balance results, for example, if contributions in excess of minimum required contributions
are made. Similarly, a credit balance may result from large net experience gains. The amount of
the credit balance, increased with interest at the rate used under the plan to determine costs, is
applied against charges to the funding standard account, thus reducing required contributions.

Funding methods and general concepts

A defined benefit pension plan is required to use an acceptable actuarial cost method to
determine the elements included in its funding standard account for a year. Generally, an
actuarial cost method breaks up the cost of benefits under the plan into annual charges consisting



of two elements for each plan year. These elements are referred to as: (1) normal cost; and
(2) supplemental cost.

The plan’s normal cost for a plan year generally represents the cost of future benefits
allocated to the year by the funding method used by the plan for current employees and, under
some funding methods, for separated employees. Specifically, it is the amount actuarially
determined that would be required as a contribution by the employer for the plan year in order to
maintain the plan if the plan had been in effect from the beginning of service of the included
employees and if the costs for prior years had been paid, and all assumptions as to interest,
mortality, time of payment, etc., had been fulfilled. The normal cost will be funded by future
contributions to the plan: (1) in level dollar amounts; (2) as a uniform percentage of payroll;

(3) as a uniform amount per unit of service (e.g., $1 per hour); or (4) on the basis of the actuarial
present values of benefits considered accruing in particular plan years.

The supplemental cost for a plan year is the cost of future benefits that would not be met
by future normal costs, future employee contributions, or plan assets. The most common
supplemental cost is that attributable to past service liability, which represents the cost of future
benefits under the plan: (1) on the date the plan is first effective; or (2) on the date a plan
amendment increasing plan benefits is first effective. Other supplemental costs may be
attributable to net experience losses, changes in actuarial assumptions, and amounts necessary to
make up funding deficiencies for which a waiver was obtained. Supplemental costs must be
amortized (i.e., recognized for funding purposes) over a specified number of years, depending on
the source. For example, the cost attributable to a past service liability is generally amortized
over 30 years.

Normal costs and supplemental costs under a plan are computed on the basis of an
actuarial valuation of the assets and liabilities of a plan. An actuarial valuation is generally
required annually and is made as of a date within the plan year or within one month before the
beginning of the plan year. However, a valuation date within the preceding plan year may be
used if, as of that date, the value of the plan’s assets is at least 100 percent of the plan’s current
liability (i.e., the present value of benefits under the plan, as described below).

For funding purposes, the actuarial value of plan assets may be used, rather than fair
market value. The actuarial value of plan assets is the value determined on the basis of a
reasonable actuarial valuation method that takes into account fair market value and is permitted
under Treasury regulations. Any actuarial valuation method used must result in a value of plan
assets that is not less than 80 percent of the fair market value of the assets and not more than 120
percent of the fair market value. In addition, if the valuation method uses average value of the
plan assets, values may be used for a stated period not to exceed the five most recent plan years,
including the current year.

In applying the funding rules, all costs, liabilities, interest rates, and other factors are
required to be determined on the basis of actuarial assumptions and methods, each of which is
reasonable (taking into account the experience of the plan and reasonable expectations), or
which, in the aggregate, result in a total plan contribution equivalent to a contribution that would



be determined if each assumption and method were reasonable. In addition, the assumptions are
required to offer the actuary’s best estimate of anticipated experience under the plan.*

Additional contributions for underfunded plans

In general

Under special funding rules (referred to as the “deficit reduction contribution” rules),” an
additional charge to a plan’s funding standard account is generally required for a plan year if the
plan’s funded current liability percentage for the plan year is less than 90 percent.’ A plan’s
“funded current liability percentage” is generally the actuarial value of plan assets as a
percentage of the plan’s current liability.” In general, a plan’s current liability means all
liabilities to employees and their beneficiaries under the plan, determined on a present-value
basis.

The amount of the additional charge required under the deficit reduction contribution
rules is the sum of two amounts: (1) the excess, if any, of (a) the deficit reduction contribution
(as described below), over (b) the contribution required under the normal funding rules; and
(2) the amount (if any) required with respect to unpredictable contingent event benefits. The
amount of the additional charge cannot exceed the amount needed to increase the plan’s funded
current liability percentage to 100 percent (taking into account the expected increase in current
liability due to benefits accruing during the plan year).

The deficit reduction contribution is generally the sum of (1) the “unfunded old liability
amount,” (2) the “unfunded new liability amount,” and (3) the expected increase in current

* Under present law, certain changes in actuarial assumptions that decrease the liabilities of an
underfunded single-employer plan must be approved by the Secretary of the Treasury.

> The deficit reduction contribution rules apply to single-employer plans, other than single-
employer plans with no more than 100 participants on any day in the preceding plan year. Single-
employer plans with more than 100 but not more than 150 participants are generally subject to lower
contribution requirements under these rules.

6 Under an alternative test, a plan is not subject to the deficit reduction contribution rules for a
plan year if (1) the plan’s funded current liability percentage for the plan year is at least 80 percent, and
(2) the plan’s funded current liability percentage was at least 90 percent for each of the two immediately
preceding plan years or each of the second and third immediately preceding plan years.

” In determining a plan’s funded current liability percentage for a plan year, the value of the
plan’s assets is generally reduced by the amount of any credit balance under the plan’s funding standard
account. However, this reduction does not apply in determining the plan’s funded current liability
percentage for purposes of whether an additional charge is required under the deficit reduction
contribution rules.



liability due to benefits accruing during the plan year.® The “unfunded old liability amount” is
the amount needed to amortize certain unfunded liabilities under 1987 and 1994 transition rules.
The “unfunded new liability amount” is the applicable percentage of the plan’s unfunded new
liability. Unfunded new liability generally means the unfunded current liability of the plan (i.e.,
the amount by which the plan’s current liability exceeds the actuarial value of plan assets), but
determined without regard to certain liabilities (such as the plan’s unfunded old liability and
unpredictable contingent event benefits). The applicable percentage is generally 30 percent, but
decreases by .40 of one percentage point for each percentage point by which the plan’s funded
current liability percentage exceeds 60 percent. For example, if a plan’s funded current liability
percentage is 85 percent (i.e., it exceeds 60 percent by 25 percentage points), the applicable
percentage is 20 percent (30 percent minus 10 percentage points (25 multiplied by .4)).”

A plan may provide for unpredictable contingent event benefits, which are benefits that
depend on contingencies that are not reliably and reasonably predictable, such as facility
shutdowns or reductions in workforce. The value of any unpredictable contingent event benefit
is not considered in determining additional contributions until the event has occurred. The event
on which an unpredictable contingent event benefit is contingent is generally not considered to
have occurred until all events on which the benefit is contingent have occurred.

Required interest rate and mortality table

Specific interest rate and mortality assumptions must be used in determining a plan’s
current liability for purposes of the special funding rule. For plans years beginning before
January 1, 2004, and after December 31, 2005, the interest rate used to determine a plan’s current
liability must be within a permissible range of the weighted average of the interest rates on 30-
year Treasury securities for the four-year period ending on the last day before the plan year
begins.'® The permissible range is generally from 90 percent to 105 percent (120 percent for
plan years beginning in 2002 or 2003)."" The interest rate used under the plan generally must be
consistent with the assumptions which reflect the purchase rates that would be used by insurance
companies to satisfy the liabilities under the plan.'

¥ The deficit reduction contribution may also include an additional amount as a result of the use
of a new mortality table prescribed by the Secretary of the Treasury in determining current liability for
plan years beginning after 2006, as described below.

’ In making these computations, the value of the plan’s assets is reduced by the amount of any
credit balance under the plan’s funding standard account.

' The weighting used for this purpose is 40 percent, 30 percent, 20 percent and 10 percent,
starting with the most recent year in the four-year period. Notice 88-73, 1988-2 C.B. 383.

""" If the Secretary of the Treasury determines that the lowest permissible interest rate in this
range is unreasonably high, the Secretary may prescribe a lower rate, but not less than 80 percent of the
weighted average of the 30-year Treasury rate.

"2 Code sec. 412(b)(5)(B)(iii)(IT); ERISA sec. 302(b)(5)(B)(iii)(II). Under Notice 90-11, 1990-1
C.B. 319, the interest rates in the permissible range are deemed to be consistent with the assumptions



Under the Pension Funding Equity Act of 2004 (“PFEA 2004”)," a special interest rate
applies in determining current liability for plan years beginning in 2004 or 2005."* For these
years, the interest rate used must be within a permissible range of the weighted average of the
rates of interest on amounts invested conservatively in long-term investment-grade corporate
bonds during the four-year period ending on the last day before the plan year begins. The
permissible range for these years is from 90 percent to 100 percent. The interest rate is to be
determined by the Secretary of the Treasury on the basis of two or more indices that are selected
periodically by the Secretary and are in the top three quality levels available.

In determining current liability, the 1983 Group Annuity Mortality Table has been used
since 1995."° Under present law, the Secretary of the Treasury may prescribe other tables to be
used based on the actual experience of pension plans and projected trends in such experience. In
addition, the Secretary of the Treasury is required to periodically review (at least every five
years) any tables in effect and, to the extent the Secretary determines necessary, update such
tables to reflect the actuarial experience of pension plans and projected trends in such
experience.'® Under Prop. Treas. Reg. 1.412(1)(7)-1, beginning in 2007, RP-2000 Mortality
Tables are used with improvements in mortality (including future improvements) projected to the
current year and with separate tables for annuitants and nonannuitants.'

Other rules

Full funding limitation

No contributions are required under the minimum funding rules in excess of the full
funding limitation. The full funding limitation is the excess, if any, of (1) the accrued liability
under the plan (including normal cost), over (2) the lesser of (a) the market value of plan assets
or (b) the actuarial value of plan assets.'® However, the full funding limitation may not be less

reflecting the purchase rates that would be used by insurance companies to satisfy the liabilities under the
plan.

'3 Pub. L. No. 108-218 (2004).

'* In addition, under PFEA 2004, if certain requirements are met, reduced contributions under the
deficit reduction contribution rules apply for plan years beginning after December 27, 2003, and before
December 28, 2005, in the case of plans maintained by commercial passenger airlines, employers
primarily engaged in the production or manufacture of a steel mill product or in the processing of iron ore
pellets, or a certain labor organization.

> Rev. Rul. 95-28, 1995-1 C.B. 74. Separate mortality tables are required to be used with
respect to disabled participants.

' Code sec. 412(1)(7)(C)(ii)(III); ERISA sec. 302(d)(7)(C)(ii)(II).

' Separate tables continue to apply with respect to disabled participants.

'® For plan years beginning before 2004, the full funding limitation was generally defined as the
excess, if any, of (1) the lesser of (a) the accrued liability under the plan (including normal cost) or (b) a



than the excess, if any, of 90 percent of the plan’s current liability (including the expected
increase in current liability due to benefits accruing during the plan year) over the actuarial value
of plan assets. In general, current liability is all liabilities to plan participants and beneficiaries
accrued to date, whereas the accrued liability under the full funding limitation may be based on
projected future benefits, including future salary increases.

Timing of plan contributions

In general, plan contributions required to satisfy the funding rules must be made within
8'2 months after the end of the plan year. If the contribution is made by such due date, the
contribution is treated as if it were made on the last day of the plan year.

In the case of a plan with a funded current liability percentage of less than 100 percent for
the preceding plan year, estimated contributions for the current plan year must be made in
quarterly installments during the current plan year.'” The amount of each required installment is
generally 25 percent of the lesser of (1) 90 percent of the amount required to be contributed for
the current plan year or (2) 100 percent of the amount required to be contributed for the
preceding plan year.”® If a required installment is not made, interest applies for the period of
underpayment at a rate of the greater of (1) 175 percent of the Federal mid-term rate, or (2) the
plan rate.

Funding waivers

Within limits, the Secretary of the Treasury is permitted to waive all or a portion of the
contributions required under the minimum funding standard for a plan year (a “waived funding
deficiency”).”! A waiver may be granted if the employer (or employers) responsible for the
contribution could not make the required contribution without temporary substantial business
hardship and if requiring the contribution would be adverse to the interests of plan participants in
the aggregate. Generally, no more than three waivers may be granted within any period of 15
consecutive plan years.

percentage (170 percent for 2003) of the plan’s current liability (including the current liability normal
cost), over (2) the lesser of (a) the market value of plan assets or (b) the actuarial value of plan assets, but
in no case less than the excess, if any, of 90 percent of the plan’s current liability over the actuarial value
of plan assets. Under the Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA”), the
full funding limitation based on 170 percent of current liability is repealed for plan years beginning in
2004 and thereafter. The provisions of EGTRRA generally do not apply for years beginning after
December 31, 2010.

1 Code sec. 412(m); ERISA sec. 302(e).
% If quarterly contributions are required with respect to a plan, the amount of a quarterly
installment must also be sufficient to cover any shortfall in the plan’s liquid assets (a “liquidity

shortfall”).

! Code sec. 412(d); ERISA sec. 303. Under similar rules, the amortization period applicable to
an unfunded past service liability or loss may also be extended.



The IRS is authorized to require security to be provided as a condition of granting a
waiver of the minimum funding standard if the sum of the plan’s accumulated funding deficiency
and the balance of any outstanding waived funding deficiencies exceeds $1 million.

Failure to make required contributions

An employer is generally subject to an excise tax if it fails to make minimum required
contributions and fails to obtain a waiver from the IRS.** The excise tax is 10 percent of the
amount of the accumulated funding deficiency. In addition, a tax of 100 percent may be imposed
if the accumulated funding deficiency is not corrected within a certain period.

If the total of the contributions the employer fails to make (plus interest) exceeds
$1 million and the plan’s funded current liability percentage is less than 100 percent, a lien arises
in favor of the plan with respect to all property of the employer and the members of the
employer’s controlled group. The amount of the lien is the total amount of the missed
contributions (plus interest).

Explanation of Provision

Interest rate required for plan years beginning in 2006 and 2007

For plan years beginning after December 31, 2005, and before January 1, 2008, the
provision applies the present-law funding rules, with an extension of the interest rate applicable
in determining current liability for plan years beginning in 2004 and 2005. Thus, in determining
current liability for funding purposes for plan years beginning in 2006 and 2007, the interest rate
used must be within the permissible range (90 to 100 percent) of the weighted average of the
rates of interest on amounts invested conservatively in long-term investment-grade corporate
bonds during the four-year period ending on the last day before the plan year begins.

Funding rules for plan years beginning after 2007 - in general

For plan years beginning after December 31, 2007, in the case of single-employer defined
benefit plans, the provision repeals the present-law funding rules (including the requirement that
a funding standard account be maintained) and provides a new set of rules for determining
minimum required contributions.” Under the provision, the minimum required contribution to a
single-employer defined benefit pension plan for a plan year generally depends on a comparison
of the value of the plan’s assets with the plan’s funding target and target normal cost. As
described in more detail below, under the provision, credit balances generated under present law

2 Code sec. 4971. An excise tax applies also if a quarterly installment is less than the amount
required to cover the plan’s liquidity shortfall.

3 A delayed effective date applies to certain plans as discussed in Items C, D and E below.
Changes to the funding rules for multiemployer plans are discussed in Title II below. Governmental
plans and church plans continue to be exempt from the funding rules to the extent provided under present
law.



are carried over (into a “funding standard carryover balance”) and generally may be used in
certain circumstances to reduce otherwise required minimum contributions. In addition, as
described more fully below, contributions in excess of the minimum contributions required under
the provision for plan years beginning after 2007 generally are credited to a prefunding balance
that may be used in certain circumstances to reduce otherwise required minimum contributions.
To facilitate the use of such balances to reduce minimum required contributions, while avoiding
use of such balances for more than one purpose, in some circumstances the value of plan assets is
reduced by the prefunding balance and/or the funding standard carryover balance.

The minimum required contribution for a plan year, based on the value of plan assets
(reduced by any prefunding balance and funding standard carryover balance) compared to the
funding target, is shown in the following table:

The minimum required contribution

If: )
IS:
the value of plan assets (reduced by any the sum of: (1) target normal cost; (2) any
prefunding balance and funding standard shortfall amortization charge; and (3) any
carryover balance) is less than the funding waiver amortization charge.

target,

the target normal cost, reduced (but not below
zero) by the excess of (1) the value of plan
assets (reduced by any prefunding balance and
funding standard carryover balance), over

(2) the funding target.

the value of plan assets (reduced by any
prefunding balance and funding standard
carryover balance) equals or exceeds the
funding target,

Under the provision, a plan’s funding target is the present value of all benefits accrued or
earned as of the beginning of the plan year. A plan’s target normal cost for a plan year is the
present value of benefits expected to accrue or be earned during the plan year. A shortfall
amortization charge is generally the sum of the amounts required to amortize any shortfall
amortization bases for the plan year and the six preceding plan years. A shortfall amortization
base is generally required to be established for a plan year if the plan has a funding shortfall for a
plan year.”* A shortfall amortization base may be positive or negative, i.e., an offsetting
amortization base is established for gains. In general, a plan has a funding shortfall if the plan’s
funding target for the year exceeds the value of the plan’s assets (reduced by any prefunding
balance and funding standard carryover balance). A waiver amortization charge is the amount
required to amortize a waived funding deficiency.

The provision specifies the interest rates and mortality table that must be used in
determining a plan’s target normal cost and funding target, as well as certain other actuarial

** Under a special rule, discussed below, a shortfall amortization base does not have to be
established if the value of a plan’s assets (reduced by any prefunding balance, but only if the employer
elects to use any portion of the prefunding balance to reduce required contributions for the year) is at least
equal to the plan’s funding target for the plan year.
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assumptions, including special assumptions (“at-risk” assumptions) for a plan in at-risk status. A
plan is in at-risk status for a year if the value of the plan’s assets (reduced by any prefunding and
funding standard carryover balances) for the preceding year was less than (1) 80 percent of the
plan’s funding target determined without regard to the at-risk assumptions, and (2) 70 percent of
the plan’s funding target determined using the at-risk assumptions. Under a transition rule,
instead of 80 percent, the following percentages apply: 65 percent for 2008, 70 percent for 2009,
and 75 percent for 2010.

Target normal cost

Under the provision, the minimum required contribution for a plan year generally
includes the plan’s target normal cost for the plan year. A plan’s target normal cost is the present
value of all benefits expected to accrue or be earned under the plan during the plan year (the
“current” year). For this purpose, an increase in any benefit attributable to services performed in
a preceding year by reason of a compensation increase during the current year is treated as
having accrued during the current year.

If the value of a plan’s assets (reduced by any funding standard carryover balance and
prefunding balance) exceeds the plan’s funding target for a plan year, the minimum required
contribution for the plan year is target normal cost reduced by such excess (but not below zero).

Funding target and shortfall amortization charges

In general

If the value of a plan’s assets (reduced by any funding standard carryover balance and
prefunding balance) is less than the plan’s funding target for a plan year, so that the plan has a
funding shortfall,> the minimum required contribution is generally increased by a shortfall
amortization charge. As discussed more fully below, the shortfall amortization charge is the
aggregate total (not less than zero) of the shortfall amortization installments for the plan year
with respect to any shortfall amortization bases for the plan year and the six preceding plan
years.

Funding target

A plan’s funding target 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. For this purpose, all benefits
(including early retirement or similar benefits) are taken into account. Benefits accruing in the

¥ Under a special rule, in determining a plan’s funding shortfall, the value of plan assets is not
reduced by any funding standard carryover balance or prefunding balance if, with respect to the funding
standard carryover balance or prefunding balance, there is in effect for the year a binding written with the
Pension Benefit Guaranty Corporation which provides that such balance is not available to reduce the
minimum required contribution for the plan year.
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plan year are not taken into account in determining the plan’s funding target, regardless of
whether the valuation date for the plan year is later than the first day of the plan year.*®

Shortfall amortization charge

The shortfall amortization charge for a plan year is the aggregate total (not less than zero)
of the shortfall amortization installments for the plan year with respect to any shortfall
amortization bases for that plan year and the six preceding plan years. The shortfall amortization
installments with respect to a shortfall amortization base for a plan year are the amounts
necessary to amortize the shortfall amortization base in level annual installments over the seven-
plan-year period beginning with the plan year. The shortfall amortization installment with
respect to a shortfall amortization base for any plan year in the seven-year period is the annual
installment determined for that year for that shortfall amortization base. Shortfall amortization
installments are determined using the appropriate segment interest rates (discussed below).

Shortfall amortization base and phase-in of funding target

A shortfall amortization base is determined for a plan year based on the plan’s funding
shortfall for the plan year. The funding shortfall is the amount (if any) by which the plan’s
funding target for the year exceeds the value of the plan’s assets (reduced by any funding
standard carryover balance and prefunding balance).

The shortfall amortization base for a plan year is (1) the plan’s funding shortfall, minus
(2) the present value, determined using the segment interest rates (discussed below), of the
aggregate total of the shortfall amortization installments and waiver amortization installments
that have been determined for the plan year and any succeeding plan year with respect to any
shortfall amortization bases and waiver amortization bases for preceding plan years.

A shortfall amortization base may be positive or negative, depending on whether the
present value of remaining installments with respect to prior year amortization bases is more or
less than the plan’s funding shortfall. In either case, the shortfall amortization base is amortized
over seven years. Shortfall amortization installments for a particular plan year with respect to
positive and negative shortfall amortization bases are netted in determining the shortfall
amortization charge for the plan year, but the resulting shortfall amortization charge cannot be
less than zero. Thus, negative amortization installments may not offset waiver amortization
installments or normal cost.

Under a special rule, a shortfall amortization base does not have to be established for a
plan year if the value of a plan’s assets (reduced by any prefunding balance, but only if the
employer elects to use any portion of the prefunding balance to reduce required contributions for
the year) is at least equal to the plan’s funding target for the plan year. For purposes of the
special rule, a transition rule applies for plan years beginning after 2007 and before 2011. The
transition rule does not apply to a plan that (1) is not in effect for 2007, or (2) is subject to the

%% Benefits accruing during the plan year are taken into account in determining normal cost for
the plan year.
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present-law deficit reduction contribution rules for 2007 (i.e., a plan covering more than 100
participants and with a funded current liability below the applicable threshold).

Under the transition rule, a shortfall amortization base does not have to be established for
a plan year during the transition period if the value of plan assets (reduced by any prefunding
balance, but only if the employer elects to use the prefunding balance to reduce required
contributions for the year) for the plan year is at least equal to the applicable percentage of the
plan’s funding target for the year. The applicable percentage is 92 percent for 2008, 94 percent
for 2009, and 96 percent for 2010. However, the transition rule does not apply to a plan for any
plan year after 2008 unless, for each preceding plan year after 2007, the plan’s shortfall
amortization base was zero (i.e., the plan was eligible for the special rule each preceding year).

Early deemed amortization of funding shortfalls for preceding vears

If a plan’s funding shortfall for a plan year is zero (i.e., the value of the plan’s assets,
reduced by any funding standard carryover balance and prefunding balance, is at least equal to
the plan’s funding target for the year), any shortfall amortization bases for preceding plan years
are eliminated. That is, for purposes of determining any shortfall amortization charges for that
year and succeeding years, the shortfall amortization bases for all preceding years (and all
shortfall amortization installments determined with respect to such bases) are reduced to zero.

Waiver amortization charges

The provision retains the present-law rules under which the Secretary of the Treasury
may waive all or a portion of the contributions required under the minimum funding standard for
a plan year (referred to as a “waived funding deficiency™).”” If a plan has a waived funding
deficiency for any of the five preceding plan years, the minimum required contribution for the
plan year is increased by the waiver amortization charge for the plan year.

The waiver amortization charge for a plan year is the aggregate total of the waiver
amortization installments for the plan year with respect to any waiver amortization bases for the
five preceding plan years. The waiver amortization installments with respect to a waiver
amortization base for a plan year are the amounts necessary to amortize the waiver amortization
base in level annual installments over the five-year plan period beginning with the succeeding
plan year. The waiver amortization installment with respect to that waiver amortization base for
any plan year in the five-year period is the annual installment determined for the shortfall
amortization base. Waiver amortization installments are determined using the appropriate
segment interest rates (discussed below). The waiver amortization base for a plan year is the
amount of the waived funding deficiency (if any) for the plan year.

If a plan’s funding shortfall for a plan year is zero (i.e., the value of the plan’s assets,
reduced by any funding standard carryover balance and prefunding balance, is at least equal to
the plan’s funding target for the year), any waiver amortization bases for preceding plan years

*7 In the case of single-employer plans, the provision repeals the present-law rules under which
the amortization period applicable to an unfunded past service liability or loss may be extended.

13



are eliminated. That is, for purposes of determining any waiver amortization charges for that
year and succeeding years, the waiver amortization bases for all preceding years (and all waiver
amortization installments determined with respect to such bases) are reduced to zero.

Actuarial assumptions used in determining a plan’s target normal cost and funding target

Interest rates

The provision specifies the interest rates that must be used in determining a plan’s target
normal cost and funding target. Under the provision, present value is determined using three
interest rates (“segment” rates), each of which applies to benefit payments expected to be made
from the plan during a certain period. The first segment rate applies to benefits reasonably
determined to be payable during the five-year period beginning on the first day of the plan year;
the second segment rate applies to benefits reasonably determined to be payable during the 15-
year period following the initial five-year period; and the third segment rate applies to benefits
reasonably determined to be payable the end of the 15-year period. Each segment rate is a single
interest rate determined monthly by the Secretary of the Treasury on the basis of a corporate
bond yield curve, taking into account only the portion of the yield curve based on corporate
bonds maturing during the particular segment rate period.

The corporate bond yield curve used for this purpose is to be prescribed on a monthly
basis by the Secretary of the Treasury and reflect the average, for the 24-month period ending
with the preceding month, of yields on investment grade corporate bonds with varying maturities
and that are in the top three quality levels available. The yield curve should reflect the average
of the rates on all bonds in the top three quality levels on which the yield curve is based.

The Secretary of the Treasury is directed to publish each month the corporate bond yield
curve and each of the segment rates for the month. In addition, such Secretary is directed to
publish a description of the methodology used to determine the yield curve and segment rates,
which is sufficiently detailed to enable plans to make reasonable projections regarding the yield
curve and segment rates for future months, based on a plan’s projection of future interest rates.

Under the provision, the present value of liabilities under a plan is determined using the
segment rates for the “applicable month” for the plan year. The applicable month is the month
that includes the plan’s valuation date for the plan year, or, at the election of the plan sponsor,
any of the four months preceding the month that includes the valuation date. An election of a
preceding month applies to the plan year for which it is made and all succeeding plan years
unless revoked with the consent of the Secretary of the Treasury.

Solely for purposes of determining minimum required contributions, in lieu of the
segment rates described above, an employer may elect to use interest rates on a yield curve based
on the yields on investment grade corporate bonds for the month preceding the month in which
the plan year begins (i.e., without regard to the 24-month averaging described above). Such an
election may be revoked only with consent of the Secretary of the Treasury.

The provision provides a transition rule for plan years beginning in 2008 and 2009 (other
than for plans first effective after December 31, 2007). Under this rule, for plan years beginning
in 2008, the first, second, or third segment rate with respect to any month is the sum of: (1) the
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product of the segment rate otherwise determined for the month, multiplied by 33-/5 percent; and
(2) the product of the applicable long-term corporate bond rate,”® multiplied by 66-% percent.
For plan years beginning in 2009, the first, second, or third segment rate with respect to any
month is the sum of: (1) the product of the segment rate otherwise determined for the month,
multiplied by 66% percent; and (2) the product of applicable long-term corporate bond rate
multiplied by 33’ percent. An employer may elect not to have the transition rule apply with
respect to a plan. Such an election may be revoked only with consent of the Secretary of the
Treasury.

Under the provision, certain amounts are determined using the plan’s “effective interest
rate” for a plan year. The effective interest rate with respect to a plan for a plan year is the single
rate of interest which, if used to determine the present value of the benefits taken into account in
determining the plan’s funding target for the year, would result in an amount equal to the plan’s
funding target (as determined using the first, second, and third segment rates).

Mortality table

Under the provision, the Secretary of the Treasury is directed to prescribe by regulation
the mortality tables to be used in determining present value or making any computation under the
funding rules.” Such tables are to be based on the actual experience of pension plans and
projected trends in such experience. In prescribing tables, the Secretary is to take into account
results of available independent studies of mortality of individuals covered by pension plans. In
addition, the Secretary is required (at least every 10 years) to revise any table in effect to reflect
the actual experience of pension plans and projected trends in such experience.

The provision also provides for the use of a separate mortality table upon request of the
plan sponsor and approval by the Secretary of the Treasury in accordance with procedures
described below. In order for the table to be used: (1) the table must reflect the actual
experience of the pension plans maintained by the plan sponsor and projected trends in general
mortality experience, and (2) there must be a sufficient number of plan participants, and the
pension plans must have been maintained for a sufficient period of time, to have credible
information necessary for that purpose. A separate mortality table can be a mortality table
constructed by the plan’s enrolled actuary from the plan’s own experience or a table that is an
adjustment to the table prescribed by the Secretary which sufficiently reflects the plan’s
experience. Except as provided by the Secretary, a separate table may not be used for any plan
unless (1) a separate table is established and used for each other plan maintained by the plan
sponsor and, if the plan sponsor is a member of a controlled group, each member of the

** The applicable long-term corporate bond rate is a rate that is from 90 to 100 percent of the
weighted average of the rates of interest on amounts invested conservatively in long-term investment-
grade corporate bonds during the four-year period ending on the last day before the plan year begins as
determined by the Secretary under the method in effect for 2007.

¥ As under present law, separate mortality tables are required to be used with respect to disabled
participants.
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controlled group,” and (2) the requirements for using a separate table are met with respect to the
table established for each plan, taking into account only the participants of that plan, the time that
plan has been in existence, and the actual experience of that plan. In general, a separate plan
may be used during the period of consecutive year plan years (not to exceed 10) specified in the
request. However, a separate mortality table ceases to be in effect as of the earlier of (1) the date
on which there is a significant change in the participants in the plan by reason of a plan spinoff
or merger or otherwise, or (2) the date on which the plan actuary determines that the table does
not meet the requirements for being used.

A plan sponsor must submit a separate mortality table to the Secretary for approval at
least seven months before the first day of the period for which the table is to be used. A
mortality table submitted to the Secretary for approval is treated as in effect as of the first day of
the period unless the Secretary, during the 180-day period beginning on the date of the
submission, disapproves of the table and provides the reasons that the table fails to meet the
applicable criteria. The 180-day period is to be extended upon mutual agreement of the
Secretary and the plan sponsor.

Other assumptions

Under the provision, in determining any present value or making any computation, the
probability that future benefits will be paid in optional forms of benefit provided under the plan
must be taken into account (including the probability of lump-sum distributions determined on
the basis of the plan’s experience and other related assumptions). The assumptions used to
determine optional forms of benefit under a plan may differ from the assumptions used to
determine present value for purposes of the funding rules under the provision. Differences in the
present value of future benefit payments that result from the different assumptions used to
determine optional forms of benefit under a plan must be taken into account in determining any
present value or making any computation for purposes of the funding rules.

The provision generally does not require other specified assumptions to be used in
determining the plan’s target normal cost and funding target except in the case of at-risk plans
(discussed below). However, similar to present law, the determination of present value or other
computation must be made on the basis of actuarial assumptions and methods, each of which is
reasonable (taking into account the experience of the plan and reasonable expectations), and
Whic?{ in combination, offer the actuary’s best estimate of anticipated experience under the
plan.

% For example, the Secretary may deem it appropriate to provide an exception in the case of a
small plan.

3! The provision retains the present-law rule under which certain changes in actuarial
assumptions that decrease the liabilities of an underfunded single-employer plan must be approved by the
Secretary of the Treasury.
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Special assumptions for at-risk plans

The provision applies special assumptions (“at-risk assumptions) in determining the
funding target and normal cost of a plan in at-risk status. Whether a plan is in at-risk status for a
plan year depends on its funding target attainment percentage for the preceding year. A plan’s
funding target attainment percentage for a plan year is the ratio, expressed as a percentage, that
the value of the plan’s assets (reduced by any funding standard carryover balance and prefunding
balance) bears to the plan’s funding target for the year. For this purpose, the plan’s funding
target is determined using the actuarial assumptions for plans that are not at-risk.

Under the provision, a plan is in at-risk status for a year if, for the preceding year: (1) the
plan’s funding target attainment percentage, determined without regard to the at-risk
assumptions, was less than 80 percent (with a transition rule discussed below), and (2) the plan’s
funding target attainment percentage, determined using the at-risk assumptions (without regard
to whether the plan was in at-risk status for the preceding year), was less than 70 percent. Under
a transition rule applicable for plan years beginning in 2008, 2009, and 2010, instead of 80
percent, the following percentages apply: 65 percent for 2008, 70 percent for 2009, and 75
percent for 2010. In the case of plan years beginning in 2008, the plan’s funding target
attainment percentage for the preceding plan year may be determined using such methods of
estimation as the Secretary of Treasury may provide.

Under the provision, the at-risk rules do not apply if a plan had 500 or fewer participants
on each day during the preceding plan year. For this purpose, all defined benefit pension plans
(other than multiemployer plans) maintained by the same employer (or a predecessor employer),
or by any member of such employer’s controlled group, are treated as a single plan, but only
participants with respect to such employer or controlled group member are taken into account.

If a plan is in at-risk status, the plan’s funding target and normal cost are determined
using the assumptions that: (1) all employees who are not otherwise assumed to retire as of the
valuation date, but who will be eligible to elect benefits in the current and 10 succeeding years,
are assumed to retire at the earliest retirement date under plan, but not before the end of the plan
year; and (2) all employees are assumed to elect the retirement benefit available under the plan at
the assumed retirement age that results in the highest present value. In some cases, a loading
factor also applies.

The at-risk assumptions are not applied to certain employees of specified automobile
manufacturers for purposes of determining whether a plan is in at-risk status, i.e., whether the
plan’s funding target attainment percentage, determined using the at-risk assumptions, was less
than 70 percent for the preceding plan year. An employee is disregarded for this purpose if:

(1) the employee is employed by a specified automobile manufacturer; (2) the employee is
offered, pursuant to a bona fide retirement incentive program, a substantial amount of additional
cash compensation, substantially enhanced retirement benefits under the plan, or materially
reduced employment duties, on the condition that by a specified date no later than December 31,
2010, the employee retires (as defined under the terms of the plan; (3) the offer is made during
2006 pursuant to a bona fide retirement incentive program and requires that the offer can be
accepted no later than a specified date (not later than December 31, 2006); and (4) the employee
does not accept the offer before the specified date on which the offer expires. For this purpose, a
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specified automobile manufacturer is (1) any automobile manufacturer and (2) any manufacturer
of automobile parts that supplies parts directly to an automobile manufacturer and which, after a
transaction or series of transactions ending in 1999, ceased to be a member of the automobile
manufacturer’s controlled group.

The funding target of a plan in at-risk status for a plan year is generally the sum of:
(1) the present value of all benefits accrued or earned as of the beginning of the plan year,
determined using the at-risk assumptions described above, and (2) in the case of a plan that has
also been in at-risk status for at least two of the four preceding plans years, a loading factor. The
loading factor is the sum of (1) $700 times the number of participants in the plan, plus (2) four
percent of the funding target determined without regard to the loading factor.”> The at-risk
funding target is in no event less than the funding target determined without regard to the at-risk
rules.

The target normal cost of a plan in at-risk status for a plan year is generally the sum of:
(1) the present value of benefits expected to accrue or be earned under the plan during the plan
year, determined using the special assumptions described above, and (2) in the case of a plan that
has also been in at-risk status for at least two of the four preceding plans years, a loading factor
of four percent of the target normal cost determined without regard to the loading factor.”> The
at-risk target normal is in no event less than at-risk normal cost determined without regard to the
at-risk rules.

If a plan has been in at-risk status for fewer than five consecutive plan years, the amount
of a plan’s funding target for a plan year is the sum of: (1) the amount of the funding target
determined without regard to the at-risk rules, plus (2) the transition percentage for the plan year
of the excess of the amount of the funding target determined under the at-risk rules over the
amount determined without regard to the at-risk rules. Similarly, if a plan has been in at-risk
status for fewer than five consecutive plan years, the amount of a plan’s target normal cost for a
plan year is the sum of: (1) the amount of the target normal cost determined without regard to
the at-risk rules, plus (2) the transition percentage for the plan year of the excess of the amount
of the target normal cost determined under the at-risk rules over the amount determined without
regard to the at-risk rules. The transition percentage is the product of 20 percent times the
number of consecutive plan years for which the plan has been in at-risk status. In applying this
rule, plan years beginning before 2008 are not taken into account.

32 This loading factor is intended to reflect the cost of purchasing group annuity contracts in the
case of termination of the plan.

3 Target normal cost for a plan in at-risk status does not include a loading factor of $700 per
plan participant.
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Funding standard carryover balance or prefunding balance

In general

The provision preserves credit balances that have accumulated under present law
(referred to as “funding standard carryover balances™). In addition, for plan years beginning
after 2007, new credit balances (referred to as “prefunding balances”) result if an employer
makes contributions greater than those required under the new funding rules. In general, under
the bill, employers may choose whether to count funding standard carryover balances and
prefunding balances in determining the value of plan assets or to use the balances to reduce
required contributions, but not both. In this regard, the provision provides more favorable rules
with respect to the use of funding standard carryover balances.

Under the provision, if the value of a plan’s assets (reduced by any prefunding balance) is
at least 80 percent of the plan’s funding target (determined without regard to the at-risk rules) for
the preceding plan year,”* the plan sponsor may elect to credit all or a portion of the funding
standard carryover balance or prefunding balance against the minimum required contribution for
the current plan year (determined after any funding waiver), thus reducing the amount that must
be contributed for the current plan year.

The value of plan assets is generally reduced by any funding standard carryover balance
or prefunding balance for purposes of determining minimum required contributions, including a
plan’s funding shortfall, and a plan’s funding target attainment percentage (discussed above).
However, the plan sponsor may elect to permanently reduce a funding standard carryover
balance or prefunding balance, so that the value of plan assets is not required to be reduced by
that amount in determining the minimum required contribution for the plan year. Any reduction
of a funding standard carryover balance or prefunding balance applies before determining the
balance that is available for crediting against minimum required contributions for the plan year.

Funding standard carryover balance

In the case of a single-employer plan that is in effect for a plan year beginning in 2007
and, as of the end of the 2007 plan year, has a positive balance in the funding standard account
maintained under the funding rules as in effect for 2007, the plan sponsor may elect to maintain a
funding standard carryover balance. The funding standard carryover balance consists of a
beginning balance in the amount of the positive balance in the funding standard account as of the
end of the 2007 plan year, decreased (as described below) and adjusted to reflect the rate of net
gain or loss on plan assets.

For subsequent years (i.e., as of the first day of each plan year beginning after 2008), the
funding standard carryover balance of a plan is decreased (but not below zero) by the sum of: (1)
any amount credited to reduce the minimum required contribution for the preceding plan year,
plus (2) any amount elected by the plan sponsor as a reduction in the funding standard carryover

** In the case of plan years beginning in 2008, the percentage for the preceding plan year may be
determined using such methods of estimation as the Secretary of Treasury may provide.
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balance (thus reducing the amount by which the value of plan assets must be reduced in
determining minimum required contributions).

Prefunding balance

The plan sponsor may elect to maintain a prefunding balance, which consists of a
beginning balance of zero for the 2008 plan year, increased and decreased (as described below)
and adjusted to reflect the rate of net gain or loss on plan assets.

For subsequent years, i.e., as of the first day of plan year beginning after 2008 (the
“current” plan year), the plan sponsor may increase the prefunding balance by an amount, not to
exceed (1) the excess (if any) of the aggregate total employer contributions for the preceding
plan year, over (2) the minimum required contribution for the preceding plan year. For this
purpose, any excess contribution for the preceding plan year is adjusted for interest accruing for
the periods between the first day of the current plan year and the dates on which the excess
contributions were made, determined using the effective interest rate of the plan for the
preceding plan year and treating contributions as being first used to satisfy the minimum required
contribution.

The amount by which the aggregate total employer contributions for the preceding plan
year exceeds the minimum required contribution for the preceding plan year is reduced (but not
below zero) by the amount of contributions an employer would need to make to avoid a benefit
limitation that would otherwise be imposed for the preceding plan year under the provisions of
the provision relating to benefit limitations for single-employer plans.® Thus, contributions
needed t306 avoid a benefit limitation do not result in an increase in the plan’s prefunding
balance.

As of the first day of each plan year beginning after 2008, the prefunding balance of a
plan is decreased (but not below zero) by the sum of: (1) any amount credited to reduce the
minimum required contribution for the preceding plan year, plus (2) any amount elected by the
plan sponsor as a reduction in the prefunding balance (thus reducing the amount by which the
value of plan assets must be reduced in determining minimum required contributions). As
discussed above, if any portion of the prefunding balance is used to reduce a minimum required
contribution, the value of plan assets must be reduced by the prefunding balance in determining
whether a shortfall amortization base must be established for the plan year (i.e., whether the
value of plan assets for a plan year is less than the plan’s funding target for the plan year). Thus,
the prefunding balance may not be included in the value of plan assets in order to avoid a
shortfall amortization base for a plan year and also used to reduce the minimum required
contribution for the same year.

" Any contribution that may be taken into account in satisfying the requirement to make
additional contributions with respect to more than one type of benefit limitation is taken into account only
once for purposes of this reduction.

3% The benefit limitations are discussed in Part B below.
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Other rules

In determining the prefunding balance or funding standard carryover balance as of the
first day of a plan year, the plan sponsor must adjust the balance in accordance with regulations
prescribed by the Secretary of the Treasury to reflect the rate of return on plan assets for the
preceding year. The rate of return is determined on the basis of the fair market value of the plan
assets and must properly take into account, in accordance with regulations, all contributions,
distributions, and other plan payments made during the period.

To the extent that a plan has a funding standard carryover balance of more than zero for a
plan year, none of the plan’s prefunding balance may be credited to reduce a minimum required
contribution, nor may an election be made to reduce the prefunding balance for purposes of
determining the value of plan assets. Thus, the funding standard carryover balance must be used
for these purposes before the prefunding balance may be used.

Any election relating to the prefunding balance and funding standard carryover balance is
to be made in such form and manner as the Secretary of the Treasury prescribes.

Other rules and definitions

Valuation date

Under the provision, all determinations made with respect to minimum required
contributions for a plan year (such as the value of plan assets and liabilities) must be made as of
the plan’s valuation date for the plan year. In general, the valuation date for a plan year must be
the first day of the plan year. However, any day in the plan year may be designated as the plan’s
valuation date if, on each day during the preceding plan year, the plan had 100 or fewer
participants.”” For this purpose, all defined benefit pension plans (other than multiemployer
plans) maintained by the same employer (or a predecessor employer), or by any member of such
employer’s controlled group, are treated as a single plan, but only participants with respect to
such employer or controlled group member are taken into account.

Value of plan assets

Under the provision, the value of plan assets is generally fair market value. However, the
value of plan assets may be determined on the basis of the averaging of fair market values, but
only if such method: (1) is permitted under regulations; (2) does not provide for averaging of
fair market values over more than the period beginning on the last day of the 25th month
preceding the month in which the plan’s valuation date occurs and ending on the valuation date
(or similar period in the case of a valuation date that’s not the first day of a month); and (3) does
not result in a determination of the value of plan assets that at any time is less than 90 percent or

*7 In the case of a plan’s first plan year, the ability to use a valuation date other than the first day
of the plan year is determined by taking into account the number of participants the plan is reasonably
expected to have on each day during that first plan year.
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more than 110 percent of the fair market value of the assets at that time. Any averaging must be
adjusted for contributions and distributions as provided by the Secretary of the Treasury.

If a required contribution for a preceding plan year is made after the valuation date for the
current year, the contribution is taken into account in determining the value of plan assets for the
current plan year. For plan years beginning after 2008, only the present value of the contribution
is taken into account, determined as of the valuation date for the current plan year, using the
plan’s effective interest rate for the preceding plan year. In addition, any required contribution
for the current plan year is not taken into account in determining the value of plan assets. If any
contributions for the current plan year are made before the valuation date, plan assets as of the
valuation date does not include (1) the contributions, and (2) interest on the contributions for the
period between the date of the contributions and the valuation date, determined using the plan’s
effective interest rate for the current plan year.

Timing rules for contributions

As under present law, the due date for the payment of a minimum required contribution
for a plan year is generally 82 months after the end of the plan year. Any payment made on a
date other than the valuation date for the plan year must be adjusted for interest accruing at the
plan’s effective interest rate for the plan year for the period between the valuation date and the
payment date. Quarterly contributions must be made during a plan year if the plan had a funding
shortfall for the preceding plan year (that is, if the value of the plan’s assets, reduced by the
funding standard carryover balance and prefunding balance, was less than the plan’s funding
target for the preceding plan year).”® If a quarterly installment is not made, interest applies for
the period of underpayment at the rate of interest otherwise applicable (i.e., the plan’s effective
interest rate) plus 5 percentage points.

Excise tax on failure to make minimum required contributions

The provision retains the present-law rules under which an employer is generally subject
to an excise tax if it fails to make minimum required contributions and fails to obtain a waiver
from the IRS.* The excise tax is 10 percent of the aggregate unpaid minimum required
contributions for all plan years remaining unpaid as of the end of any plan year. In addition, a
tax of 100 percent may be imposed if any unpaid minimum required contributions remain unpaid
after a certain period.

** The provision retains the present-law rules under which the amount of any quarterly
installment must be sufficient to cover any liquidity shortfall.

3% The provision retains the present-law rules under which a lien in favor of the plan with respect

to property of the employer (and members of the employer’s controlled group) arises in certain
circumstances in which the employer fails to make required contributions.
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Conforming changes

The provision makes various technical and conforming changes to reflect the new
funding requirements.

Effective Date

The extension of the interest rate applicable in determining current liability for plan years
beginning in 2004 and 2005 is effective for plan years beginning after December 31, 2005, and
before January 1, 2008. The modifications to the single-employer plan funding rules are
effective for plan years beginning after December 31, 2007.
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B. Benefit Limitations Under Single-Employer Defined Benefit Pension Plans
(new secs. 101(j) and 206(g) and (h) of ERISA,
and new secs. 436-437 of the Code)

Present Law

Plant shutdown and other unpredictable contingent event benefits

A plan may provide for unpredictable contingent event benefits, which are benefits that
depend on contingencies other than age, service, compensation, death or disability or that are not
reliably and reasonably predictable as determined by the Secretary. Some of these benefits are
commonly referred to as “plant shutdown” benefits. Under present law, unpredictable contingent
event benefits generally are not taken into account for funding purposes until the event has
occurred.

Defined benefit pension plans are not permitted to provide “layoff” benefits (i.e.,
severance benefits).”’ However, defined benefit pension plans may provide subsidized early
retirement benefits, including early retirement window benefits.*'

Limitation on certain benefit increases while funding waivers in effect

Within limits, the IRS is permitted to waive all or a portion of the contributions required
under the minimum funding standard for a plan year.*” In the case of a single-employer plan, a
waiver may be granted if the employer responsible for the contribution could not make the
required contribution without temporary substantial business hardship for the employer (and
members of the employer’s controlled group) and if requiring the contribution would be adverse
to the interests of plan participants in the aggregate.

If a funding waiver is in effect for a plan, subject to certain exceptions, no plan
amendment may be adopted that increases the liabilities of the plan by reason of any increase in
benefits, any change in the accrual of benefits, or any change in the rate at which benefits vest
under the plan.*’

Security for certain plan amendments

In the case of a single-employer defined benefit pension plan, if a plan amendment
increasing current liability is adopted and the plan’s funded current liability percentage is less
than 60 percent (taking into account the effect of the amendment, but disregarding any

% Treas. Reg. sec. 1.401-1(b)(1)(i).
1 See, e.g., Treas. Reg. secs. 1.401(a)(4)-3(f)(4) and 1.411(a)-7(c).
2 Code sec. 412(d); ERISA sec. 303.

# Code sec. 412(f); ERISA sec. 304(b)(1).
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unamortized unfunded old liability), the employer and members of the employer’s controlled
group must provide security in favor of the plan.** The amount of security required is the excess
of: (1) the lesser of (a) the amount by which the plan’s assets are less than 60 percent of current
liability, taking into account the benefit increase, or (b) the amount of the benefit increase and
prior benefit increases after December 22, 1987, over (2) $10 million. The amendment is not
effective until the security is provided.

The security must be in the form of a surety bond, cash, certain U.S. government
obligations, or such other form as is satisfactory to the Secretary of the Treasury and the parties
involved. The security is released after the funded liability of the plan reaches 60 percent.

Prohibition on benefit increases during bankruptcy

Subject to certain exceptions, if an employer maintaining a single-employer defined
benefit pension plan is involved in bankruptcy proceedings, no plan amendment may be adopted
that increases the liabilities of the plan by reason of any increase in benefits, any change in the
accrual of benefits, or any change in the rate at which benefits vest under the plan.*> This
limitation does not apply if the plan’s funded current liability percentage is at least 100 percent,
taking into account the amendment.

Restrictions on benefit payments due to liquidity shortfalls

In the case of a single-employer plan with a funded current liability percentage of less
than 100 percent for the preceding plan year, estimated contributions for the current plan year
must be made in quarterly installments during the current plan year. If quarterly contributions
are required with respect to a plan, the amount of a quarterly installment must also be sufficient
to cover any shortfall in the plan’s liquid assets (a “liquidity shortfall”’). In general, a plan has a
liquidity shortfall for a quarter if the plan’s liquid assets (such as cash and marketable securities)
are less than a certain amount (generally determined by reference to disbursements from the plan
in the preceding 12 months).

If a quarterly installment is less than the amount required to cover the plan’s liquidity
shortfall, limits apply to the benefits that can be paid from a plan during the period of
underpayment. During that period, the plan may not make any prohibited payment, defined as:
(1) any payment in excess of the monthly amount paid under a single life annuity (plus any
social security supplement provided under the plan) to a participant or beneficiary whose annuity
starting date occurs during the period; (2) any payment for the purchase of an irrevocable
commitment from an insurer to pay benefits (e.g., an annuity contract); or (3) any other payment
specified by the Secretary of the Treasury by regulations.*®

* Code sec. 401(a)(29); ERISA sec. 307.
* Code sec. 401(a)(33); ERISA sec. 204(i).

% Code sec. 401(a)(32); ERISA sec. 206(e).
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Explanation of Provision

Plant shutdown and other unpredictable contingent event benefits

Under the provision, if a participant is entitled to an unpredictable contingent event
benefit payable with respect to any event occurring during any plan year, the plan must provide
that such benefits may not be provided if the plan’s adjusted funding target attainment
percentage for that plan year: (1) is less than 60 percent; or (2) would be less than 60 percent
taking into account the occurrence of the event. For this purpose, the term unpredictable
contingent event benefit means any benefit payable solely by reason of: (1) a plant shutdown (or
similar event, as determined by the Secretary of the Treasury); or (2) any event other than
attainment of any age, performance of any service, receipt or derivation of any compensation, or
the occurrence of death or disability.

The determination of whether the limitation applies is made in the year the unpredictable
contingent event occurs. For example, suppose a plan provides for benefits upon the occurrence
of a plant shutdown, and a plant shut down occurs in 2010. Taking into account the plan
shutdown, the plan’s adjusted funding target attainment percentage is less than 60 percent. Thus,
the limitation applies, and benefits payable solely by reason of the plant shutdown may not be
paid (unless the employer makes contributions to the plan as described below), regardless of
whether the benefits will be paid in the 2010 plan year or a later plan year."’

The limitation ceases to apply with respect to any plan year, effective as of the first day
of the plan year, if the plan sponsor makes a contribution (in addition to any minimum required
contribution for the plan year) equal to: (1) if the plan’s adjusted funding target attainment
percentage is less than 60 percent, the amount of the increase in the plan’s funding target for the
plan year attributable to the occurrence of the event; or (2) if the plan’s adjusted funding target
attainment percentage would be less than 60 percent taking into account the occurrence of the
event, the amount sufficient to result in a adjusted funding target attainment percentage of 60
percent.

The limitation does not apply for the first five years a plan (or a predecessor plan) is in
effect.

Plan amendments increasing benefit liabilities

Certain plan amendments may not take effect during a plan year if the plan’s adjusted
funding target attainment percentage for the plan year: (1) is less than 80 percent; or (2) would
be less than 80 percent taking into account the amendment.”® In such a case, no amendment may
take effect if it has the effect of increasing the liabilities of the plan by reason of any increase in

" Benefits already being paid as a result of a plant shutdown or other event that occurred in a
preceding year are not affected by the limitation.

* Under the provision, the present-law rules limiting benefit increases while an employer is in
bankruptcy continue to apply.
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benefits, the establishment of new benefits, any change in the rate of benefit accrual, or any
change in the rate at which benefits vest under the plan. The limitation does not apply to an
amendment that provides for an increase in benefits under a formula which is not based on
compensation, but only if the rate of increase does not exceed the contemporaneous rate of
increase in average wages of the participants covered by the amendment.

The limitation ceases to apply with respect to any plan year, effective as of the first day
of the plan year (or, if later, the effective date of the amendment), if the plan sponsor makes a
contribution (in addition to any minimum required contribution for the plan year) equal to: (1) if
the plan’s adjusted funding target attainment percentage is less than 80 percent, the amount of
the increase in the plan’s funding target for the plan year attributable to the amendment; or (2) if
the plan’s adjusted funding target attainment percentage would be less than 80 percent taking
into account the amendment, the amount sufficient to result in a adjusted funding target
attainment percentage of 80 percent.

The limitation does not apply for the first five years a plan (or a predecessor plan) is in
effect.

Prohibited payments

A plan must provide that, if the plan’s adjusted funding target attainment percentage for a
plan year is less than 60 percent, the plan will not make any prohibited payments after the
valuation date for the plan year.

A plan must also provide that, if the plan’s adjusted funding target attainment percentage
for a plan year is 60 percent or greater, but less than 80 percent, the plan may not pay any
prohibited payments exceeding the lesser of: (1) 50 percent of the amount otherwise payable
under the plan, and (2) the present value of the maximum PBGC guarantee with respect to the
participant (determined under guidance prescribed by the PBGC, using the interest rates and
mortality table applicable in determining minimum lump-sum benefits). The plan must provide
that only one payment under this exception may be made with respect to any participant during
any period of consecutive plan years to which the limitation applies. For this purpose, a
participant and any beneficiary of the participant (including an alternate payee) is treated as one
participant. If the participant’s accrued benefit is allocated to an alternate payee and one or more
other persons, the amount that may be distributed is allocated in the same manner unless the
applicable qualified domestic relations order provides otherwise.

In addition, a plan must provide that, during any period in which the plan sponsor is in
bankruptcy proceedings, the plan may not pay any prohibited payment. However, this limitation
does not apply on or after the date the plan’s enrolled actuary certifies that the adjusted funding
target attainment percentage of the plan is not less than 100 percent.

For purposes of these limitations, “prohibited payment” is defined as under the present-
law rule restricting distributions during a period of a liquidity shortfall and means (1) any
payment in excess of the monthly amount paid under a single life annuity (plus any social
security supplement provided under the plan) to a participant or beneficiary whose annuity
starting date occurs during the period, (2) any payment for the purchase of an irrevocable
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commitment from an insurer to pay benefits (e.g., an annuity contract), or (3) any other payment
specified by the Secretary of the Treasury by regulations.

The prohibited payment limitation does not apply to a plan for any plan year if the terms
of the plan (as in effect for the period beginning on September 1, 2005, and ending with the plan
year) provide for no benefit accruals with respect to any participant during the period.

Cessation of benefit accruals

A plan must provide that, if the plan’s adjusted funding target attainment percentage is
less than 60 percent for a plan year, all future benefit accruals under the plan must cease as of the
valuation date for the plan year. The limitation applies only for purposes of the accrual of
benefits; service during the freeze period is counted for other purposes. For example, if accruals
are frozen under the provision, service earned during the freeze period still counts for vesting
purposes. Or, as another example, suppose a plan provides that payment of benefits begins when
a participant terminates employment after age 55 and with 25 years of service. Under this
example, if a participant who is age 55 and has 23 years of service when the freeze on accruals
becomes applicable terminates employment two years later, the participant has 25 years of
service for this purpose and thus can begin receiving benefits. However (assuming the freeze on
accruals is still in effect), the amount of the benefit is based on the benefit accrued before the
freeze (i.e., counting only 23 years of service).

The limitation ceases to apply with respect to any plan year, effective as of the first day
of the plan year, if the plan sponsor makes a contribution (in addition to any minimum required
contribution for the plan year) equal to the amount sufficient to result in an adjusted funding
target attainment percentage of 60 percent.

The limitation does not apply for the first five years a plan (or a predecessor plan) is in
effect.

Adjusted funding target attainment percentage

In general

The term “funding target attainment percentage” is defined as under the minimum
funding rules, i.e., the ratio, expressed as a percentage, that the value of the plan’s assets
(reduced by any funding standard carryover balance and prefunding balance) bears to the plan’s
funding target for the year (determined without regard to at-risk status). A plan’s adjusted
funding target attainment percentage is determined in the same way, except that the value of the
plan’s assets and the plan’s funding target are both increased by the aggregate amount of
purchases of annuities for employees other than highly compensated employees made by the
plan during the two preceding plan years.

Special rule for fully funded plans

Under a special rule, if a plan’s funding target attainment percentage is at least 100
percent, determined by not reducing the value of the plan’s assets by any funding standard
carryover balance or prefunding balance, the value of the plan’s assets is not so reduced in
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determining the plan’s funding target attainment percentage for purposes of whether the benefit
limitations apply. Under a transition rule for a plan year beginning after 2007 and before 2011,
the “applicable percentage” for the plan year is substituted for 100 percent in applying the
special rule. For this purpose, the applicable percentage is 92 percent for 2007, 94 percent for
2008, 96 percent for 2009, and 98 percent for 2010. However, for any plan year beginning after
2008, the transition rule does not apply unless the plan’s funding target attainment percentage
(determined by not reducing the value of the plan’s assets by any funding standard carryover
balance or prefunding balance) for each preceding plan year in the transition period is at least
equal to the applicable percentage for the preceding year.

Presumptions as to funded status

Under the provision, certain presumptions apply in determining whether limitations apply
with respect to a plan, subject to certification of the plan’s adjusted funding target attainment
percentage by the plan’s enrolled actuary.

If a plan was subject to a limitation for the preceding year, the plan’s adjusted funding
target attainment percentage for the current year is presumed to be the same as for the preceding
year until the plan actuary certifies the plan’s actual adjusted funding target attainment
percentage for the current year.

If (1) a plan was not subject to a limitation for the preceding year, but its adjusted funding
target attainment percentage for the preceding year was not more than 10 percentage points
greater than the threshold for a limitation, and (2) as of the first day of the fourth month of the
current plan year, the plan actuary has not certified the plan’s actual adjusted funding target
attainment percentage for the current year, the plan’s funding target attainment percentage is
presumed to be reduced by 10 percentage points as of that day and that day is deemed to be the
plan’s valuation date for purposes of applying the benefit limitation. As a result, the limitation
applies as of that date until the actuary certifies the plan’s actual adjusted funding target
attainment percentage.

In any other case, if the plan actuary has not certified the plan’s actual adjusted funding
target attainment percentage by the first day of the tenth month of the current plan year, for
purposes of the limitations, the plan’s adjusted funding target attainment percentage is
conclusively presumed to be less than 60 percent as of that day and that day is deemed to be the
valuation date for purposes of applying the benefit limitations.*

* For purposes of applying the presumptions to plan years beginning in 2008, the funding target
attainment percentage for the preceding year may be determined using such methods of estimation as the
Secretary of Treasury may provide.
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Reduction of funding standard carryover and prefunding balances

Election to reduce balances

As discussed above, the value of plan assets is generally reduced by any funding standard
carryover or prefunding in determining a plan’s funding target attainment percentage. As
provided for under the funding rules applicable to single-employer plans, a plan sponsor may
elect to reduce a funding standard carryover balance or prefunding balance, so that the value of
plan assets is not required to be reduced by that amount in determining the plan’s funding target
attainment percentage.

Deemed reduction of balances in the case of collectively bargained plans

If a benefit limitation would otherwise apply to a plan maintained pursuant to one or
more collective bargaining agreements between employee representatives and one or more
employers, the plan sponsor is treated as having made an election to reduce any prefunding
balance or funding standard carryover balance by the amount necessary to prevent the benefit
limitation from applying. However, the employer is not treated as having made such an election
if the election would not prevent the benefit limitation from applying to the plan.

Deemed reduction of balances in the case of other plans

If the prohibited payment limitation would otherwise apply to a plan that is not
maintained pursuant to a collective bargaining agreement, the plan sponsor is treated as having
made an election to reduce any prefunding balance or funding standard carryover balance by the
amount necessary to prevent the benefit limitation from applying. However, the employer is not
treated as having made such an election if the election would not prevent the benefit limitation
from applying to the plan.

Contributions made to avoid a benefit limitation

Under the provision, an employer may make contributions (in addition to any minimum
required contribution) in an amount sufficient to increase the plan’s adjusted funding target
attainment percentage to a level to avoid a limitation on unpredictable contingent event benefits,
a plan amendment increasing benefits, or additional accruals. An employer may not use a
prefunding balance or funding standard carryover balance in lieu of such a contribution, and such
a contribution does not result in an increase in any prefunding balance.

Instead of making additional contributions to avoid a benefit limitation, an employer may
provide security in the form of a surety bond, cash, certain U.S. government obligations, or such
other form as is satisfactory to the Secretary of the Treasury and the parties involved. In such a
case, the plan’s adjusted funding target attainment percentage is determined by treating the
security as a plan asset. Any such security may be perfected and enforced at any time after the
earlier of: (1) the date on which the plan terminates; (2) if the plan sponsor fails to make a
required contribution for any subsequent plan year, the due date for the contribution; or (3) if the
plan’s adjusted funding target attainment percentage is less than 60 percent for a consecutive
period of seven years, the valuation date for the last year in the period. The security will be
released (and any related amounts will be refunded with any accrued interest) at such time as the
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Secretary of the Treasury may prescribe in regulations (including partial releases by reason of
increases in the plan’s funding target attainment percentage).

Treatment of plan as of close of prohibited or cessation period

Under the provision, if a limitation on prohibited payments or future benefit accruals
ceases to apply to a plan, all such payments and benefit accruals resume, effective as of the day
following the close of the period for which the limitation applies.”® Nothing in this rule is to be
construed as affecting a plan’s treatment of benefits which would have been paid or accrued but
for the limitation.

Notice to participants

The plan administrator must provide written notice to participants and beneficiaries
within 30 days: (1) after the plan has become subject to the limitation on unpredictable
uncontingent event benefits or prohibited payments; (2) in the case of a plan to which the
limitation on benefit accruals applies, after the valuation date for the plan year in which the
plan’s adjusted target attainment percentage is less than 60 percent (or, if earlier, the date the
adjusted target attainment percentage is deemed to be less than 60 percent). Notice must also be
provided at such other times as may be determined by the Secretary of the Treasury. The notice
may be in electronic or other form to the extent such form is reasonably accessible to the
recipient.

If the plan administrator fails to provide the required notice, the Secretary of Labor may
impose a civil penalty of up to $1,000 a day from the time of the failure.

Effective Date

The provision generally applies with respect to plan years beginning after December 31,
2007.

In the case of a plan maintained pursuant to one or more collective bargaining agreements
between employee representatives and one or more employers ratified before January 1, 2008,
the provision does not apply to plan years beginning before the earlier of: (1) the later of (a) the
date on which the last collective bargaining agreement relating to the plan terminates
(determined without regard to any extension thereof agreed to after the date of enactment), or
(b) the first day of the first plan year to which the provision would otherwise apply; or
(2) January 1, 2010. For this purpose, any plan amendment made pursuant to a collective
bargaining agreement relating to the plan that amends the plan solely to conform to any
requirement under the provision is not to be treated as a termination of the collective bargaining
agreement.

> This rule does not apply to limitations on unpredictable contingent event benefits and plan
amendments increasing liabilities.
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C. Special Rules for Multiple-Employer Plans of Certain Cooperatives
Present Law

Defined benefit pension plans are required to meet certain minimum funding rules. In
some cases, additional contributions are required under the deficit reduction contribution rules if
a single-employer defined benefit pension plan is underfunded. Additional contributions
generally are not required in the case of a plan with a funded current liability percentage of at
least 90 percent. A plan’s funded current liability percentage is the value of plan assets as a
percentage of current liability. In general, a plan’s current liability means all liabilities to
employees and their beneficiaries under the plan, determined using specified interest and
mortality assumptions. In the case of a plan with a funded current liability percentage of less
than 100 percent for the preceding plan year, estimated contributions for the current plan year
must be made in quarterly installments during the current plan year.

The PBGC insures benefits under most single-employer defined benefit pension plans in
the event the plan is terminated with insufficient assets to pay for plan benefits. The PBGC is
funded in part by a flat-rate premium per plan participant, and variable-rate premiums based on
the amount of unfunded vested benefits under the plan. A specified interest rate and a specified
mortality table apply in determining unfunded vested benefits for this purpose.

A multiple-employer plan is a plan that is maintained by more than one employer and is
not maintained pursuant to a collective bargaining agreement.”’ A multiple-employer plan is
subject to the minimum funding rules for single-employer plans and to PBGC variable-rate
premiums.

Explanation of Provision

The provision provides a delayed effective date for the new single-employer plan funding
rules in the case of a plan that was in existence on July 26, 2005, and was an eligible cooperative
plan for the plan year including that date. The new funding rules do not apply with respect to
such a plan for plan years beginning before the earlier of: (1) the first plan year for which the
plan ceases to be an eligible cooperative plan, or (2) January 1, 2017. In addition, in applying
the present-law funding rules to an eligible cooperative plan to such a plan for plan years
beginning after December 31, 2007, and before the first plan year for which the new funding
rules apply, the interest rate used is the interest rate applicable under the new funding rules with
respect to payments expected to be made from the plan after the 20-year period beginning on the
first day of the plan year (i.e., the third segment rate under the new funding rules).

A plan is treated as an eligible cooperative plan for a plan year if it is maintained by more
than one employer and at least 85 percent of the employers are: (1) certain rural cooperatives;”

> A plan maintained by more than one employer pursuant to a collective bargaining agreement is
referred to as a multiemployer plan.

°2 This is as defined in Code section 401(k)(7)(B) without regard to (iv) thereof and includes
(1) organizations engaged primarily in providing electric service on a mutual or cooperative basis, or

32



or (2) certain cooperative organizations that are more than 50-percent owned by agricultural
producers or by cooperatives owned by agricultural producers, or organizations that are more
than 50-percent owned, or controlled by, one or more such cooperative organizations. A plan is
also treated as an eligible cooperative plan for any plan year for which it is maintained by more
than one employer and is maintained by a rural telephone cooperative association.

Effective Date

The provision is effective on the date of enactment.

engaged primarily in providing electric service to the public in its service area and which is exempt from
tax or which is a State or local government, other than a municipality; (2) certain civic leagues and
business leagues exempt from tax 80 percent of the members of which are described in (1); (3) certain
cooperative telephone companies; and (4) any organization that is a national association of organizations
described above.
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D. Temporary Relief for Certain PBGC Settlement Plans
Present Law

Defined benefit pension plans are required to meet certain minimum funding rules. In
some cases, additional contributions are required under the deficit reduction contribution rules if
a single-employer defined benefit pension plan is underfunded. Additional contributions
generally are not required in the case of a plan with a funded current liability percentage of at
least 90 percent. A plan’s funded current liability percentage is the value of plan assets as a
percentage of current liability. In general, a plan’s current liability means all liabilities to
employees and their beneficiaries under the plan, determined using specified interest and
mortality assumptions. In the case of a plan with a funded current liability percentage of less
than 100 percent for the preceding plan year, estimated contributions for the current plan year
must be made in quarterly installments during the current plan year.

The PBGC insures benefits under most single-employer defined benefit pension plans in
the event the plan is terminated with insufficient assets to pay for plan benefits. The PBGC is
funded in part by a flat-rate premium per plan participant, and variable-rate premiums based on
the amount of unfunded vested benefits under the plan. A specified interest rate and a specified
mortality table apply in determining unfunded vested benefits for this purpose.

Explanation of Provision

The provision agreement provides a delayed effective date for the new single-employer
plan funding rules in the case of a plan that was in existence on July 26, 2005, and was a “PBGC
settlement plan” as of that date. The new funding rules do not apply with respect to such a plan
for plan years beginning before January 1, 2014. In addition, in applying the present-law
funding rules to a such a plan for plan years beginning after December 31, 2007, and before
January 1, 2014, the interest rate used is the interest rate applicable under the new funding rules
with respect to payments expected to be made from the plan after the 20-year period beginning
on the first day of the plan year (i.e., the third segment rate under the new funding rules).

Under the provision, the term “PBGC settlement plan” means a single-employer defined
benefit plan: (1) that was sponsored by an employer in bankruptcy proceedings giving rise to a
claim by the PBGC of not greater than $150 million, and the sponsorship of which was assumed
by another employer (not a member of the same controlled group as the bankrupt sponsor) and
the PBGC’s claim was settled or withdrawn in connection with the assumption of the
sponsorship; or (2) that, by agreement with the PBGC, was spun off from a plan subsequently
terminated by the PBGC in an involuntary termination.

Effective Date

The provision is effective on the date of enactment.
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E. Special Rules for Plans of Certain Government Contractors
Present Law

Defined benefit pension plans are required to meet certain minimum funding rules. In
some cases, additional contributions are required under the deficit reduction contribution rules if
a single-employer defined benefit pension plan is underfunded. Additional contributions
generally are not required in the case of a plan with a funded current liability percentage of at
least 90 percent. A plan’s funded current liability percentage is the value of plan assets as a
percentage of current liability. In general, a plan’s current liability means all liabilities to
employees and their beneficiaries under the plan, determined using specified interest and
mortality assumptions. In the case of a plan with a funded current liability percentage of less
than 100 percent for the preceding plan year, estimated contributions for the current plan year
must be made in quarterly installments during the current plan year.

The PBGC insures benefits under most single-employer defined benefit pension plans in
the event the plan is terminated with insufficient assets to pay for plan benefits. The PBGC is
funded in part by a flat-rate premium per plan participant, and variable-rate premiums based on
the amount of unfunded vested benefits under the plan. A specified interest rate and a specified
mortality table apply in determining unfunded vested benefits for this purpose.

Explanation of Provision

The provision provides a delayed effective date for the new single-employer plan funding
rules in the case of an eligible government contractor plan. The new funding rules do not apply
with respect to such a plan for plan years beginning before the earliest of: (1) the first plan year
for which the plan ceases to be an eligible government contractor plan, (2) the effective date of
the Cost Accounting Standards Pension Harmonization Rule, and (3) the first plan year
beginning after December 31, 2010. In addition, in applying the present-law funding rules to a
such a plan for plan years beginning after December 31, 2007, and before the first plan year for
which the new funding rules apply, the interest rate used is the interest rate applicable under the
new funding rules with respect to payments expected to be made from the plan after the 20-year
period beginning on the first day of the plan year (i.e., the third segment rate under the new
funding rules).

Under the provision, a plan is treated as an eligible government contractor plan if it is
maintained by a corporation (or member of the same affiliated group): (1) whose primary source
of revenue is derived from business performed under contracts with the United States that are
subject to the Federal Acquisition Regulations and also to the Defense Federal Acquisition
Regulation Supplement; (2) whose revenue derived from such business in the previous fiscal
year exceeded $5 billion; and (3) whose pension plan costs that are assignable under those
contracts are subject to certain provisions of the Cost Accounting Standards.

The provision also requires the Cost Accounting Standards Board, not later than January
1, 2010, to review and revise the relevant provisions of the Cost Accounting Standards to
harmonize minimum contributions required under ERISA of eligible government contractor
plans and government reimbursable pension plan costs. Any final rule adopted by the Cost
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Accounting Standards Board shall be deemed the Cost Accounting Standards Pension
Harmonization Rule.

Effective Date

The provision is effective on the date of enactment.
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F. Modification of Transition Rule to Pension Funding
Requirements for Interstate Bus Company
(769(c) of the Retirement Protection Act, as added by sec. 1508
of the Taxpayer Relief Act of 1997)

Present Law

Defined benefit pension plans are required to meet certain minimum funding rules. In
some cases, additional contributions are required under the deficit reduction contribution rules if
a single-employer defined benefit pension plan is underfunded. Additional contributions
generally are not required in the case of a plan with a funded current liability percentage of at
least 90 percent. A plan’s funded current liability percentage is the value of plan assets as a
percentage of current liability. In general, a plan’s current liability means all liabilities to
employees and their beneficiaries under the plan, determined using specified interest and
mortality assumptions. In the case of a plan with a funded current liability percentage of less
than 100 percent for the preceding plan year, estimated contributions for the current plan year
must be made in quarterly installments during the current plan year.

The PBGC insures benefits under most single-employer defined benefit pension plans in
the event the plan is terminated with insufficient assets to pay for plan benefits. The PBGC is
funded in part by a flat-rate premium per plan participant, and variable rate premiums based on
the amount of unfunded vested benefits under the plan. A specified interest rate and a specified
mortality table apply in determining unfunded vested benefits for this purpose.

A special rule modifies the minimum funding requirements in the case of certain plans.
The special rule applies in the case of plans that: (1) were not required to pay a variable rate
PBGC premium for the plan year beginning in 1996; (2) do not, in plan years beginning after
1995 and before 2009, merge with another plan (other than a plan sponsored by an employer that
was a member of the controlled group of the employer in 1996); and (3) are sponsored by a
company that is engaged primarily in interurban or interstate passenger bus service.

The special rule generally treats a plan to which it applies as having a funded current
liability percentage of at least 90 percent for plan years beginning after 1996 and before 2004 if
for such plan year the funded current liability percentage is at least 85 percent. If the funded
current liability of the plan is less than 85 percent for any plan year beginning after 1996 and
before 2004, the relief from the minimum funding requirements generally applies only if certain
specified contributions are made.

For plan years beginning in 2004 and 2005, the funded current liability percentage of the
plan is treated as at least 90 percent for purposes of determining the amount of required
contributions (100 percent for purposes of determining whether quarterly contributions are
required). As a result, for these years, additional contributions under the deficit reduction
contribution rules and quarterly contributions are not required with respect to the plan. In
addition, for these years, the mortality table used under the plan is used in calculating PBGC
variable rate premiums.
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For plan years beginning after 2005 and before 2010, the funded current liability
percentage generally will be deemed to be at least 90 percent if the actual funded current liability
percentage is at least at certain specified levels. The relief from the minimum funding
requirements generally applies for a plan year beginning in 2006, 2007, or 2008 only if
contributions to the plan for the plan year equal at least the expected increase in current liability
due to benefits accruing during the plan year.

Explanation of Provision

The provision revises the special rule for a plan that is sponsored by a company engaged
primarily in interurban or interstate passenger bus service and that meets the other requirements
for the special rule under present law. The provision extends the application of the special rule
under present law for plan years beginning in 2004 and 2005 to plan years beginning in 2006 and
2007. The provision also provides several special rules relating to determining minimum
required contributions and variable rate premiums for plan years beginning after 2007 when the
new funding rules for single-employer plans apply.

Under the provision, for the plan year beginning in 2006 or 2007, a plan’s funded current
liability percentage of a plan is treated as at least 90 percent for purposes of determining the
amount of required contributions (100 percent for purposes of determining whether quarterly
contributions are required). As a result, for the 2006 and 2007 plan years, additional
contributions under the deficit reduction contribution rules and quarterly contributions are not
required with respect to the plan. In addition, the mortality table used under the plan is used in
calculating PBGC variable rate premiums.

Under the provision, for plan years beginning after 2007, the mortality table used under
the plan is used in: (1) determining any present value or making any computation under the
minimum funding rules applicable to the plan; and (2) calculating PBGC variable rate premiums.
Under a special phase-in (in lieu of the phase-in otherwise applicable under the provision relating
to funding rules for single-employer plans), for purposes of determining whether a shortfall
amortization base is required for plan years beginning after 2007 and before 2012, the applicable
percentage of the plan’s funding shortfall is the following: 90 percent for 2008, 92 percent for
2009, 94 percent for 2010, and 96 percent for 2011. In addition, for purposes of the quarterly
contributions requirement, the plan is treated as not having a funding shortfall for any plan year.
As a result, quarterly contributions are not required with respect to the plan.

Effective Date

The provision is effective for plan years beginning after December 31, 2005.
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G. Restrictions on Funding of Nonqualified Deferred Compensation Plans by Employers
Maintaining Underfunded or Terminated Single-Employer Plans
(sec. 409A of the Code)

Present Law

Amounts deferred under a nonqualified deferred compensation plan for all taxable years
are currently includible in gross income to the extent not subject to a substantial risk of forfeiture
and not previously included in gross income, unless certain requirements are satisfied.®> For
example, distributions from a nonqualified deferred compensation plan may be allowed only
upon certain times and events. Rules also apply for the timing of elections. If the requirements
are not satisfied, in addition to current income inclusion, interest at the underpayment rate plus
one percentage point is imposed on the underpayments that would have occurred had the
compensation been includible in income when first deferred, or if later, when not subject to a
substantial risk of forfeiture. The amount required to be included in income is also subject to a
20-percent additional tax.

In the case of assets set aside in a trust (or other arrangement) for purposes of paying
nonqualified deferred compensation, such assets are treated as property transferred in connection
with the performance of services under Code section 83 at the time set aside if such assets (or
trust or other arrangement) are located outside of the United States or at the time transferred if
such assets (or trust or other arrangement) are subsequently transferred outside of the United
States. A transfer of property in connection with the performance of services under Code section
83 also occurs with respect to compensation deferred under a nonqualified deferred
compensation plan if the plan provides that upon a change in the employer’s financial health,
assets will be restricted to the payment of nonqualified deferred compensation.

Explanation of Provision

Under the provision, if during any restricted period in which a defined benefit pension
plan of an employer is in at-risk status,’® assets are set aside (directly or indirectly) in a trust (or
other arrangement as determined by the Secretary of the Treasury), or transferred to such a trust
or other arrangement, for purposes of paying deferred compensation of an applicable covered
employee, such transferred assets are treated as property transferred in connection with the
performance of services (whether or not such assets are available to satisfy the claims of general
creditors) under Code section 83. The rule does not apply in the case of assets that are set aside
before the defined benefit pension plan is in at-risk status.

If a nonqualified deferred compensation plan of an employer provides that assets will be
restricted to the provision of benefits under the plan in connection with a restricted period (or

3 Code sec. 409A.
> At-risk status is defined as under the provision relating to funding rules for single-employer

defined benefit pension plans and applies if a plan’s funding target attainment percentage for the
preceding year was less than 60 percent.
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other similar financial measure determined by the Secretary of Treasury) of any defined benefit
pension plan of the employer, or assets are so restricted, such assets are treated as property
transferred in connection with the performance of services (whether or not such assets are
available to satisfy the claims of general creditors) under Code section 83.

A restricted period is (1) any period in which a single-employer defined benefit pension
plan of an employer is in at risk-status, (2) any period in which the employer is in bankruptcy,
and (3) the period that begins six months before and ends six months after the date any defined
benefit pension plan of the employer is terminated in an involuntary or distress termination. The
provision does not apply with respect to assets set aside before a restricted period.

In general, applicable covered employees include the chief executive officer (or
individual acting in such capacity), the four highest compensated officers for the taxable year
(other than the chief executive officer), and individuals subject to section 16(a) of the Securities
Exchange Act of 1934. An applicable covered employee includes any (1) covered employee of a
plan sponsor; (2) covered employee of a member of a controlled group which includes the plan
sponsor; and (3) former employee who was a covered employee at the time of termination of
employment with the plan sponsor or a member of a controlled group which includes the plan
sponsor.

A nonqualified deferred compensation plan is any plan that provides for the deferral of
compensation other than a qualified employer plan or any bona fide vacation leave, sick leave,
compensatory time, disability pay, or death benefit plan. A qualified employer plan means a
qualified retirement plan, tax-deferred annuity, simplified employee pension, and SIMPLE.> A
qualified governmental excess benefit arrangement (sec. 415(m)) is a qualified employer plan.
An eligible deferred compensation plan (sec. 457(b)) is also a qualified employer plan under the
provision. The term plan includes any agreement or arrangement, including an agreement or
arrangement that includes one person.

Any subsequent increases in the value of, or any earnings with respect to, transferred or
restricted assets are treated as additional transfers of property. Interest at the underpayment rate
plus one percentage point is imposed on the underpayments that would have occurred had the
amounts been includible in income for the taxable year in which first deferred or, if later, the first
taxable year not subject to a substantial risk of forfeiture. The amount required to be included in
income is also subject to an additional 20-percent tax.

Under the provision, if an employer provides directly or indirectly for the payment of any
Federal, State or local income taxes with respect to any compensation required to be included in
income under the provision, interest is imposed on the amount of such payment in the same
manner as if the payment were part of the deferred compensation to which it related. As under
present law, such payment is included in income; in addition, under the provision, such payment
is subject to a 20 percent additional tax. The payment is also nondeductible by the employer.

> A qualified employer plan also includes a section 501(c)(18) trust.
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Effective Date

The provision is effective for transfers or other reservations of assets after date of
enactment.
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TITLE Il: FUNDING RULES FOR MULTIEMPLOYER DEFINED BENEFIT PLANS

A. Funding Rules for Multiemployer Defined Benefit Plans
(new sec. 304 of ERISA and new sec. 431 of the Code)

Present Law

Multiemployer plans

A multiemployer plan is a plan to which more than one unrelated employer contributes,
which is established pursuant to one or more collective bargaining agreements, and which meets
such other requirements as specified by the Secretary of Labor. Multiemployer plans are
governed by a board of trustees consisting of an equal number of employer and employee
representatives. In general, the level of contributions to a multiemployer plan is specified in the
applicable collective bargaining agreements, and the level of plan benefits is established by the
plan trustees.

Defined benefit multiemployer plans are subject to the same general minimum funding
rules as single-employer plans, except that different rules apply in some cases. For example,
different amortization periods apply for some costs in the case of multiemployer plans. In
addition, the deficit reduction contribution rules do not apply to multiemployer plans.

Funding standard account

As an administrative aid in the application of the funding requirements, a defined benefit
pension plan is required to maintain a special account called a “funding standard account” to
which specified charges and credits are made for each plan year, including a charge for normal
cost and credits for contributions to the plan. Other credits or charges or credits may apply as a
result of decreases or increases in past service liability as a result of plan amendments or
experience gains or losses, gains or losses resulting from a change in actuarial assumptions, or a
waiver of minimum required contributions.

If, as of the close of the plan year, charges to the funding standard account exceed credits
to the account, then the excess is referred to as an “accumulated funding deficiency.” For
example, if the balance of charges to the funding standard account of a plan for a year would be
$200,000 without any contributions, then a minimum contribution equal to that amount would be
required to meet the minimum funding standard for the year to prevent an accumulated funding
deficiency. If credits to the funding standard account exceed charges, a “credit balance” results.
The amount of the credit balance, increased with interest, can be used to reduce future required
contributions.

Funding methods and general concepts

In general

A defined benefit pension plan is required to use an acceptable actuarial cost method to
determine the elements included in its funding standard account for a year. Generally, an
actuarial cost method breaks up the cost of benefits under the plan into annual charges consisting
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of two elements for each plan year. These elements are referred to as: (1) normal cost; and
(2) supplemental cost.

Normal cost

The plan’s normal cost for a plan year generally represents the cost of future benefits
allocated to the year by the funding method used by the plan for current employees and, under
some funding methods, for separated employees. Specifically, it is the amount actuarially
determined that would be required as a contribution by the employer for the plan year in order to
maintain the plan if the plan had been in effect from the beginning of service of the included
employees and if the costs for prior years had been paid, and all assumptions as to interest,
mortality, time of payment, etc., had been fulfilled.

Supplemental cost

The supplemental cost for a plan year is the cost of future benefits that would not be met
by future normal costs, future employee contributions, or plan assets. The most common
supplemental cost is that attributable to past service liability, which represents the cost of future
benefits under the plan: (1) on the date the plan is first effective; or (2) on the date a plan
amendment increasing plan benefits is first effective. Other supplemental costs may be
attributable to net experience losses, changes in actuarial assumptions, and amounts necessary to
make up funding deficiencies for which a waiver was obtained. Supplemental costs must be
amortized (i.e., recognized for funding purposes) over a specified number of years, depending on
the source.

Valuation of assets

For funding purposes, the actuarial value of plan assets may be used, rather than fair
market value. The actuarial value of plan assets is the value determined under a reasonable
actuarial valuation method that takes into account fair market value and is permitted under
Treasury regulations. Any actuarial valuation method used must result in a value of plan assets
that is not less than 80 percent of the fair market value of the assets and not more than 120
percent of the fair market value. In addition, if the valuation method uses average value of the
plan assets, values may be used for a stated period not to exceed the five most recent plan years,
including the current year.

Reasonableness of assumptions

In applying the funding rules, all costs, liabilities, interest rates, and other factors are
required to be determined on the basis of actuarial assumptions and methods, each of which is
reasonable (taking into account the experience of the plan and reasonable expectations), or
which, in the aggregate, result in a total plan contribution equivalent to a contribution that would
be obtained if each assumption and method were reasonable. In addition, the assumptions are
required to offer the actuary’s best estimate of anticipated experience under the plan.
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Charges and credits to the funding standard account

In general

Under the minimum funding standard, the portion of the cost of a plan that is required to
be paid for a particular year depends upon the nature of the cost. For example, the normal cost
for a year is generally required to be funded currently. Other costs are spread (or amortized)
over a period of years. In the case of a multiemployer plan, past service liability is amortized
over 40 or 30 years depending on how the liability arose, experience gains and losses are
amortized over 15 years, gains and losses from changes in actuarial assumptions are amortized
over 30 years, and waived funding deficiencies are amortized over 15 years.

Normal cost

Each plan year, a plan’s funding standard account is charged with the normal cost
assigned to that year under the particular acceptable actuarial cost method adopted by the plan.
The charge for normal cost will require an offsetting credit in the funding standard account.
Usually, an employer contribution is required to create the credit. For example, if the normal
cost for a plan year is $150,000, the funding standard account would be charged with that
amount for the year. Assuming that there are no other credits in the account to offset the charge
for normal cost, an employer contribution of $150,000 will be required for the year to avoid an
accumulated funding deficiency.

Past service liability

There are three separate charges to the funding standard account one or more of which
may apply to a multiemployer plan as the result of past service liabilities. In the case of a plan in
existence on January 1, 1974, past service liability under the plan on the first day on which the
plan was first subject to ERISA is amortized over 40 years. In the case of a plan which was not
in existence on January 1, 1974, past service liability under the plan on the first day on which the
plan was first subject to ERISA is amortized over 30 years. Past service liability due to plan
amendments is amortized over 30 years.

Experience gains and losses

In determining plan funding under an actuarial cost method, a plan’s actuary generally
makes certain assumptions regarding the future experience of a plan. These assumptions
typically involve rates of interest, mortality, disability, salary increases, and other factors
affecting the value of assets and liabilities. The actuarial assumptions are required to be
reasonable, as discussed above. If the plan’s actual unfunded liabilities are less than those
anticipated by the actuary on the basis of these assumptions, then the excess is an experience
gain. If the actual unfunded liabilities are greater than those anticipated, then the difference is an
experience loss. In the case of a multiemployer plan, experience gains and losses for a year are
generally amortized over a 15-year period, resulting in credits or charges to the funding standard
account.
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Gains and losses from changes in assumptions

If the actuarial assumptions used for funding a plan are revised and, under the new
assumptions, the accrued liability of a plan is less than the accrued liability computed under the
previous assumptions, the decrease is a gain from changes in actuarial assumptions. If the new
assumptions result in an increase in the accrued liability, the plan has a loss from changes in
actuarial assumptions. The accrued liability of a plan is the actuarial present value of projected
pension benefits under the plan that will not be funded by future contributions to meet normal
cost or future employee contributions. In the case of a multiemployer plan, the gain or loss for a
year from changes in actuarial assumptions is amortized over a period of 30 years, resulting in
credits or charges to the funding standard account.

Shortfall funding method

Certain plans may elect to determine the required charges to the funding standard account
under the shortfall method. Under such method, the charges are computed on the basis of an
estimated number of units of service or production for which a certain amount per unit is to be
charged. The difference between the net amount charged under this method and the net amount
that otherwise would have been charged for the same period is a shortfall loss or gain that is
amortized over subsequent plan years. The use of the shortfall method and changes to use of the
shortfall method are generally subject to IRS approval.

Funding waivers and amortization of waived funding deficiencies

Within limits, the Secretary of the Treasury is permitted to waive all or a portion of the
contributions required under the minimum funding standard for the year (a “waived funding
deficiency”). In the case of a multiemployer plan, a waiver may be granted if 10 percent or more
of the number of employers contributing to the plan could not make the required contribution
without temporary substantial business hardship and if requiring the contribution would be
adverse to the interests of plan participants in the aggregate. The minimum funding
requirements may not be waived with respect to a multiemployer plan for more five out of any
15 consecutive years.

If a funding deficiency is waived, the waived amount is credited to the funding standard
account. In the case of a multiemployer plan, the waived amount is then amortized over a period
of 15 years, beginning with the year following the year in which the waiver is granted. Each
year, the funding standard account is charged with the amortization amount for that year unless
the plan becomes fully funded. In the case of a multiemployer plan, the interest rate used for
purposes of determining the amortization on the waived amount is the rate determined under
section 6621(b) of the Internal Revenue Code (relating to the Federal short-term rate).

Extension of amortization periods

Amortization periods may be extended for up to 10 years by the Secretary of the Treasury
if the Secretary finds that the extension would carry out the purposes of ERISA and would
provide adequate protection for participants under the plan and if such Secretary determines that
the failure to permit such an extension would (1) result in a substantial risk to the voluntary
continuation of the plan or a substantial curtailment of pension benefit levels or employee
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compensation, and (2) be adverse to the interests of plan participants in the aggregate. The
interest rate with respect to extensions of amortization periods is the same as that used with
respect to waived funding deficiencies.

Alternative funding standard account

As an alternative to applying the rules described above, a plan which uses the entry age
normal cost method may satisfy an alternative minimum funding standard. Under the
alternative, the minimum required contribution for the year is generally based on the amount
necessary to bring the plan’s assets up to the present value of accrued benefits, determine using
the actuarial assumptions that apply when a plan terminates. The alternative standard has been
rarely used.

Controlled group liability for required contributions

Unlike the rule for single-employer plans which imposes liability for minimum required
contributions to all members of the employer’s controlled group, controlled-group liability does
not apply to contributions an employer is required to make to a multiemployer plan.

Explanation of Provision

Amortization periods

The provision modifies the amortization periods applicable to multiemployer plans so
that the amortization period for most charges is 15 years. Under the provision, past service
liability under the plan is amortized over 15 years (rather than 30); past service liability due to
plan amendments is amortized over 15 years (rather than 30); and experience gains and losses
resulting from a change in actuarial assumptions are amortized over 15 years (rather than 30).

As under present law, experience gains and losses and waived funding deficiencies are amortized
over 15 years. The new amortization periods do not apply to amounts being amortized under
present-law amortization periods, that is, no recalculation of amortization schedules already in
effect is required under the provision. The provision eliminates the alternative funding standard
account.

Actuarial assumptions

The provision provides that in applying the funding rules, all costs, liabilities, interest
rates, and other factors are required to be determined on the basis of actuarial assumptions and
methods, each of which is reasonable (taking into account the experience of the plan and
reasonable expectations). In addition, as under present law, the assumptions are required to offer
the actuary’s best estimate of anticipated experience under the plan.

Extension of amortization periods

The provision provides that, upon application to the Secretary of the Treasury, the
Secretary is required to grant an extension of the amortization period for up to five years with
respect to any unfunded past service liability, investment loss, or experience loss. Included with
the application must be a certification by the plan's actuary that (1) absent the extension, the plan
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would have an accumulated funding deficiency in the current plan year and any of the nine
succeeding plan years, (2) the plan sponsor has adopted a plan to improve the plan’s funding
status, (3) taking into account the extension, the plan is projected to have sufficient assets to
timely pay its expected benefit liabilities and other anticipated expenditures, and (4) that required
notice is provided. The automatic extension provision does not apply with respect to any
application submitted after December 31, 2014.

The Secretary of the Treasury may also grant an additional extension of such
amortization periods for an additional five years. The standards for determining whether such an
extension may be granted are the same as under present law. In addition, the provision requires
the Secretary of the Treasury to act upon an application for an additional extension within 180
days after submission. If the Secretary rejects the application, the Secretary must provide notice
to the plan detailing the specific reasons for the rejection.

As under present law, these extensions do not apply unless the applicant demonstrates to
the satisfaction of the Treasury Secretary that notice of the application has been provided to each
affected party (as defined in ERISA section 4001(a)(21)).

Interest rate applicable to funding waivers and extension of amortization periods

The provision eliminates the special interest rate rule for funding waivers and extensions
of amortization periods so that the plan rate applies.

Additional provisions

Controlled group liability for required contributions

The provision imposes joint and several liability to all members of the employer’s
controlled group for minimum required contributions to single-employer or multiemployer plans.

Shortfall funding method

The provision provides that, for plan years beginning before January 1, 2015, certain
multiemployer plans may adopt, use or cease using the shortfall funding method and such
adoption, use, or cessation of use is deemed approved by the Secretary of the Treasury. Plans are
eligible if (1) the plan has not used the shortfall funding method during the five-year period
ending on the day before the date the plan is to use the shortfall funding method; and (2) the plan
is not operating under an amortization period extension and did not operate under such an
extension during such five-year period. Benefit restrictions apply during a period that a
multiemployer plan is using the shortfall funding method. In general, plan amendments
increasing benefits cannot be adopted while the shortfall funding method is in use. The
provision is not intended to affect a plan’s ability to adopt the shortfall funding method with IRS
approval or to affect a plan’s right to change funding methods as otherwise permitted.

Effective Date

The provision is effective for plan years beginning after 2007.
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B. Additional Funding Rules for Multiemployer Plans
in Endangered or Critical Status
(new sec. 305 of ERISA and new sec. 432 of the Code)

Present Law

In general

Multiemployer defined benefit plans are subject to minimum funding rules similar to
those applicable to single-employer plans.”® If a multiemployer plan has an accumulated funding
deficiency for a year, an excise tax of five percent generally applies, increasing to 100 percent if
contributions sufficient to eliminate the funding deficiency are not made within a certain period.

Additional required contributions and benefit reductions may apply if a multiemployer
plan is in reorganization status or is insolvent.

Reorganization status

Certain modifications to the single-employer plan funding rules apply to multiemployer
plans that experience financial difficulties, referred to as “reorganization status.” A plan is in
reorganization status for a year if the contribution needed to balance the charges and credits to its
funding standard account exceeds its “vested benefits charge.”’ The plan’s vested benefits
charge is generally the amount needed to amortize, in equal annual installments, unfunded vested
benefits under the plan over: (1) 10 years in the case of obligations attributable to participants in
pay status; and (2) 25 years in the case of obligations attributable to other participants. A plan in
reorganization status is eligible for a special funding credit. In addition, a cap on year-to-year
contribution increases and other relief is available to employers that continue to contribute to the
plan.

Subject to certain requirements, a multiemployer plan in reorganization status may also
be amended to reduce or eliminate accrued benefits in excess of the amount of benefits
guaranteed by the PBGC.>® In order for accrued benefits to be reduced, at least six months
before the beginning of the plan year in which the amendment is adopted, notice must be given
that the plan is in reorganization status and that, if contributions to the plan are not increased,
accrued benefits will be reduced or an excise tax will be imposed on employers obligated to
contribute to the plan. The notice must be provided to plan participants and beneficiaries, any

%% See the explanation of the preceding provision for a discussion of the minimum funding rules
for multiemployer defined benefit plans. Under Treasury regulations, certain noncollectively bargained
employees covered by a multiemployer plan may be treated as collectively bargained employees for
purposes of applying the minimum coverage rules of the Code. Treas. Reg. sec. 1.410(b)-6(d)(2)(ii)(D).

ST ERISA sec. 4241.

58 BERISA sec. 4244A.
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employer who has an obligation to contribute to the plan, and any employee organization
representing employees in the plan.

Insolvency

In the case of multiemployer plans, the PBGC insures plan insolvency, rather than plan
termination. A plan is insolvent when its available resources are not sufficient to pay the plan
benefits for the plan year in question, or when the sponsor of a plan in reorganization reasonably
determines, taking into account the plan’s recent and anticipated financial experience, that the
plan’s available resources will not be sufficient to pay benefits that come due in the next plan
year.”” An insolvent plan is required to reduce benefits to the level that can be covered by the
plan’s assets. However, benefits cannot be reduced below the level guaranteed by the PBGC.®
If a multiemployer plan is insolvent, the PBGC guarantee is provided in the form of loans to the
plan trustees. If the plan recovers from insolvency status, loans from the PBGC can be repaid.
Plans in reorganization status are required to compare assets and liabilities to determine if the
plan will become insolvent in the future.

Explanation of Provision

In general

The provision provides additional funding rules for multiemployer defined benefit plans
in effect on July 16, 2006, that are in endangered or critical status. The provision requires the
adoption of and compliance with (1) a funding improvement plan in the case of a multiemployer
plan in endangered status, and (2) a rehabilitation plan in the case of a multiemployer plan in
critical status.

Under the provision, in the case of a plan in critical status, additional required
contributions and benefit reductions apply and employers are relieved of liability for minimum
required contributions under the otherwise applicable funding rules, provided that a rehabilitation
plan is adopted and followed.

Annual certification of status; notice; annual reports

Not later than the 90th day of each plan year, the plan actuary must certify to the
Secretary of the Treasury and to the plan sponsor whether or not the plan is in endangered or
critical status for the plan year. In the case of a plan that is in a funding improvement or
rehabilitation period, the actuary must certify whether or not the plan is making scheduled
progress in meeting the requirements of its funding improvement or rehabilitation plan.

* ERISA sec. 4245.
5 The limit of benefits that the PBGC guarantees under a multiemployer plan is the sum of 100

percent of the first $11 of monthly benefits and 75 percent of the next $33 of monthly benefits for each
year of service. ERISA sec. 4022A(c).
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In making the determinations and projections applicable under the endangered and
critical status rules, the plan actuary must make projections for the current and succeeding plan
years of the current value of the assets of the plan and the present value of all liabilities to
participants and beneficiaries under the plan for the current plan year as of the beginning of such
year. The actuary’s projections must be based on reasonable actuarial estimates, assumptions,
and methods that offer the actuary’s best estimate of anticipated experience under the plan. An
exception to this rule applies in the case of projected industry activity. Any projection of activity
in the industry or industries covered by the plan, including future covered employment and
contribution levels, must be based on information provided by the plan sponsor, which shall act
reasonably and in good faith. The projected present value of liabilities as of the beginning of the
year must be based on the most recent actuarial statement required with respect to the most
recently filed annual report or the actuarial valuation for the preceding plan year.

Any actuarial projection of plan assets must assume (1) reasonably anticipated employer
contributions for the current and succeeding plan years, assuming that the terms of one or more
collective bargaining agreements pursuant to which the plan is maintained for the current plan
year continue in effect for the succeeding plan years, or (2) that employer contributions for the
most recent plan year will continue indefinitely, but only if the plan actuary determines that there
have been no significant demographic changes that would make continued application of such
terms unreasonable.

Failure of the plan’s actuary to certify the status of the plan is treated as a failure to file
the annual report (thus, an ERISA penalty of up to $1,100 per day applies).

If a plan is certified to be in endangered or critical status, notification of the endangered
or critical status must be provided within 30 days after the date of certification to the participants
and beneficiaries, the bargaining parties, the PBGC and the Secretary of Labor.®’ Ifit is certified
that a plan is or will be in critical status, the plan sponsor must included in the notice an
explanation of the possibility that (1) adjustable benefits may be reduced and (2) such reductions
may apply to participants and beneficiaries whose benefit commencement date is on or after the
date such notice is provided for the first plan year in which the plan is in critical status. The
Secretary of Labor is required to prescribe a model notice to satisfy these requirements.

The plan sponsor must annually update the funding improvement or rehabilitation plan.
Updates are required to be filed with the plan’s annual report.

Endangered status

Definition of endangered status

A multiemployer plan is in endangered status if the plan is not in critical status and, as of
the beginning of the plan year, (1) the plan’s funded percentage for the plan year is less than 80

5! If a plan actuary certifies that it is reasonably expected that a plan will be in critical status with
respect to the first plan year after 2007, notice may be provided at any time after date of enactment, as
long as it is provided on or before the date otherwise required.
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percent, or (2) the plan has an accumulated funding deficiency for the plan year or is projected to
have an accumulated funding deficiency in any of the six succeeding plan years (taking into
account amortization extensions). A plan’s funded percentage is the percentage of plan assets
over accrued liability of the plan. A plan that meets the requirements of both (1) and (2) is
treated as in seriously endangered status.

Information to be provided to bargaining parties

Within 30 days of the adoption of a funding improvement plan, the plan sponsor must
provide to the bargaining parties schedules showing revised benefit structures, revised
contribution structures, or both, which, if adopted, may reasonably be expected to enable the
multiemployer plan to meet the applicable benchmarks in accordance with the funding
improvement plan, including (1) one proposal for reductions in the amount of future benefit
accruals necessary to achieve the applicable benchmarks, assuming no amendments increasing
contributions under the plan (other than amendments increasing contributions necessary to
achieve the applicable benchmarks after amendments have reduced future benefit accruals to the
maximum extent permitted by law) (the “default schedule™), and (2) one proposal for increases
in contributions under the plan necessary to achieve the applicable benchmarks, assuming no
amendments reducing future benefit accruals under the plan. The applicable benchmarks are the
requirements of the funding improvement plan (discussed below). The plan sponsor may
provide the bargaining parties with additional information if deemed appropriate.

The plan sponsor must annually update any schedule of contribution rates to reflect the
experience of the plan.

Funding improvement plan and funding improvement period

In the case of a multiemployer plan in endangered status, a funding improvement plan
must be adopted within 240 days following the deadline for certifying a plan’s status.®* A
funding improvement plan is a plan which consists of the actions, including options or a range of
options, to be proposed to the bargaining parties, formulated to provide, based on reasonably
anticipated experience and reasonable actuarial assumptions, for the attainment by the plan of
certain requirements.

The funding improvement plan must provide that during the funding improvement
period, the plan will have a certain required increase in the funded percentage and no
accumulated funding deficiency for any plan year during the funding improvement period, taking
into account amortization extensions (the “applicable benchmarks™). In the case of a plan that is
not in seriously endangered status, under the applicable benchmarks, the plan’s funded
percentage must increase such that the funded percentage as of the close of the funding
improvement period equals or exceeds a percentage equal to the sum of (1) the funded
percentage at the beginning of the period, plus (2) 33 percent of the difference between 100
percent and the percentage in (1). Thus, the difference between 100 percent and the plan’s

62 This requirement applies for the initial determination year (i.e., the first plan year that the plan
is in endangered status).
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funded percentage at the beginning of the period must be reduced by at least one-third during the
funding improvement period.

The funding improvement period is the 10-year period beginning on the first day of the
first plan year beginning after the earlier of (1) the second anniversary of the date of adoption of
the funding improvement plan, or (2) the expiration of collective bargaining agreements that
were in effect on the due date for the actuarial certification of endangered status for the initial
determination year and covering, as of such date, at least 75 percent of the plan’s active
participants. The period ends if the plan is no longer in endangered status or if the plan enters
critical status.

In the case of a plan in seriously endangered status that is funded 70 percent or less,
under the applicable benchmarks, the difference between 100 percent and the plan’s funded
percentage at the beginning of the period must be reduced by at least one-fifth during the funding
improvement period. In the case of such plans, a 15-year funding improvement period is used.

In the case of a seriously endangered plan that is more than 70 percent funded as of the
beginning of the initial determination year, the same benchmarks apply for plan years beginning
on or before the date on which the last collective bargaining agreements in effect on the date for
actuarial certification for the initial determination year and covering at least 75 percent of active
employees in the multiemployer plan have expired if the plan actuary certifies within 30 days
after certification of endangered status that the plan is not projected to attain the funding
percentage increase otherwise required by the provision. Thus, for such plans, the difference
between 100 percent and the plan’s funded percentage at the beginning of the period must be
reduced by at least one-fifth during the 15-year funding improvement period. For subsequent
years for such plans, if the plan actuary certifies that the plan is not able to attain the increase
generally required under the provision, the same benchmarks continue to apply.

As previously discussed, the plan sponsor must annually update the funding improvement
plan and must file the update with the plan’s annual report.

If, for the first plan year following the close of the funding improvement period, the
plan’s actuary certifies that the plan is in endangered status, such year is treated as an initial
determination year. Thus, a new funding improvement plan must be adopted within 240 days of
the required certification date. In such case, the plan may not be amended in a manner
inconsistent with the funding improvement plan in effect for the preceding plan year until a new
funding improvement plan is adopted.

Requirements pending approval of plan and during funding improvement period

Certain restrictions apply during the period beginning on the date of certification for the
initial determination year and ending on the day before the first day of the funding improvement
period (the “funding plan adoption period”).

During the funding plan adoption period, the plan sponsor may not accept a collective
bargaining agreement or participation agreement that provides for (1) a reduction in the level of
contributions for any participants; (2) a suspension of contributions with respect to any period of
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service; or (3) any new or indirect exclusion of younger or newly hired employees from plan
participation.

In addition, during the funding plan adoption period, except in the case of amendments
required as a condition of qualification under the Internal Revenue Code or to apply with other
applicable law, no amendment may be adopted which increases liabilities of the plan by reason
of any increase in benefits, any change in accrual of benefits, or any change in the rate at which
benefits become nonforfeitable under the plan.

In the case of a plan in seriously endangered status, during the funding plan adoption
period, the plan sponsor must take all reasonable actions (consistent with the terms of the plan
and present law) which are expected, based on reasonable assumptions, to achieve an increase in
the plan’s funded percentage and a postponement of an accumulated funding deficiency for at
least one additional plan year. These actions include applications for extensions of amortization
periods, use of the shortfall funding method in making funding standard account computations,
amendments to the plan’s benefit structure, reductions in future benefit accruals, and other
reasonable actions.

Upon adoption of a funding improvement plan, the plan may not be amended to be
inconsistent with the funding improvement plan. During the funding improvement period, a plan
sponsor may not accept a collective bargaining agreement or participation agreement with
respect to the multiemployer plan that provides for (1) a reduction in the level of contributions
for any participants; (2) a suspension of contributions with respect to any period of service, or (3)
any new direct or indirect exclusion of younger or newly hired employees from plan
participation.

After the adoption of a funding improvement plan, a plan may not be amended to
increase benefits, including future benefit accruals, unless the plan actuary certifies that the
benefit increase is consistent with the funding improvement plan and is paid for out of
contributions not required by the funding improvement plan to meet the applicable benchmark in
accordance with the schedule contemplated in the funding improvement plan.

Effect of and penalty for failure to adopt a funding improvement plan

If a collective bargaining agreement providing for contributions under a multiemployer
plan that was in effect at the time the plan entered endangered status expires, and after receiving
one or more schedules from the plan sponsor, the bargaining parties fail to agree on changes to
contribution or benefit schedules necessary to meet the applicable benchmarks, the plan sponsor
must implement the default schedule. The schedule must be implemented on the earlier of the
date (1) on which the Secretary of Labor certifies that the parties are at an impasse, or (2) which
is 180 days after the date on which the collective bargaining agreement expires.

In the case of the failure of a plan sponsor to adopt a funding improvement plan by the

end of the 240-day period after the required certification date, an ERISA penalty of up to $1,100
a day applies.
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Excise tax on employers failing to meet required contributions

If the funding improvement plan requires an employer to make contributions to the plan,
an excise tax applies upon the failure of the employer to make such required contributions within
the time required under the plan. The amount of tax is equal to the amount of the required
contribution the employer failed to make in a timely manner.

Application of excise tax to plans in endangered status/penalty for failure to achieve
benchmarks

In the case of a plan in endangered status, which is not in seriously endangered status, a
civil penalty of $1,100 a day applies for the failure of the plan to meet the applicable benchmarks
by the end of the funding improvement period.

In the case of a plan in seriously endangered status, an excise tax applies for the failure to
meet the benchmarks by the end of the funding improvement period. In such case, an excise tax
applies based on the greater of (1) the amount of the contributions necessary to meet such
benchmarks or (2) the plan’s accumulated funding deficiency. The excise tax applies for each
succeeding plan year until the benchmarks are met.

Waiver of excise tax

In the case of a failure which is due to reasonable cause and not to willful neglect, the
Secretary of the Treasury may waive all or part of the excise tax on employers failing to make
required contributions and the excise tax for failure to achieve the applicable benchmarks. The
party against whom the tax is imposed has the burden of establishing that the failure was due to
reasonable cause and not willful neglect. Reasonable cause includes unanticipated and material
market fluctuations, the loss of a significant contributing employer, or other factors to the extent
that the payment of tax would be excessive or otherwise inequitable relative to the failure
involved. The determination of reasonable cause is based on the facts and circumstances of each
case and requires the parties to act with ordinary business care and prudence. The standard
requires the funding improvement plan to be based on reasonably foreseeable events. It is
expected that reasonable cause would include instances in which the plan experiences a net
equity loss of at least ten percent during the funding improvement period, a change in plan
demographics such as the bankruptcy of a significant contributing employer, a legal change
(including the outcome of litigation) that unexpectedly increases the plan’s benefit obligations,
or a strike or lockout for a significant period.

Critical status

Definition of critical status

A multiemployer plan is in critical status for a plan year if as of the beginning of the plan
year:

1. The funded percentage of the plan is less than 65 percent and the sum of (A) the
market value of plan assets, plus (B) the present value of reasonably anticipated
employer and employee contributions for the current plan year and each of the six
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succeeding plan years (assuming that the terms of the collective bargaining
agreements continue in effect) is less than the present value of all benefits projected to
be payable under the plan during the current plan year and each of the six succeeding
plan years (plus administrative expenses),

2. (A) The plan has an accumulated funding deficiency for the current plan year, not
taking into account any amortization extension, or (B) the plan is projected to have an
accumulated funding deficiency for any of the three succeeding plan years (four
succeeding plan years if the funded percentage of the plan is 65 percent or less), not
taking into account any amortization extension,

3. (A) The plan’s normal cost for the current plan year, plus interest for the current plan
year on the amount of unfunded benefit liabilities under the plan as of the last day of
the preceding year, exceeds the present value of the reasonably anticipated employer
contributions for the current plan year, (B) the present value of nonforfeitable benefits
of inactive participants is greater than the present value of nonforfeitable benefits of
active participants, and (C) the plan has an accumulated funding deficiency for the
current plan year, or is projected to have an accumulated funding deficiency for any of
the four succeeding plan years (not taking into account amortization period
extensions), or

4. The sum of (A) the market value of plan assets, plus (B) the present value of the
reasonably anticipated employer contributions for the current plan year and each of the
four succeeding plan years (assuming that the terms of the collective bargaining
agreements continue in effect) is less than the present value of all benefits projected to
be payable under the plan during the current plan year and each of the four succeeding
plan years (plus administrative expenses).

Additional contributions during critical status

In the case of a plan in critical status, the provision imposes an additional required
contribution (“surcharge”) on employers otherwise obligated to make a contribution in the initial
critical year, i.e., the first plan year for which the plan is in critical status. The amount of the
surcharge is five percent of the contribution otherwise required to be made under the applicable
collective bargaining agreement. The surcharge is 10 percent of contributions otherwise required
in the case of succeeding plan years in which the plan is in critical status. The surcharge applies
30 days after the employer is notified by the plan sponsor that the plan is in critical status and the
surcharge is in effect. The surcharges are due and payable on the same schedule as the
contributions on which the surcharges are based. Failure to make the surcharge payment is
treated as a delinquent contribution. The surcharge is not required with respect to employees
covered by a collective bargaining agreement (or other agreement pursuant to which the
employer contributes), beginning on the effective date of a collective bargaining agreement (or
other agreement) that includes terms consistent with a schedule presented by the plan sponsor.
The amount of the surcharge may not be the basis for any benefit accrual under the plan.
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Surcharges are disregarded in determining an employer’s withdrawal liability except for
purposes of determining the unfunded vested benefits attributable to an employer under ERISA
section 4211(c)(4) or a comparable method approved under ERISA section 4211(c)(5).%>

Reductions to previously earned benefits

Notwithstanding the anti-cutback rules, the plan sponsor may make any reductions to
adjustable benefits which the plan sponsor deems appropriate, based upon the outcome of
collective bargaining over the schedules required to be provided by the plan sponsor as discussed
below. Adjustable benefits means (1) benefits, rights, and features under the plan, including
post-retirement death benefits, 60-month guarantees, disability benefits not yet in pay status, and
similar benefits; (2) any early retirement benefit or retirement-type subsidy and any benefit
payment option (other than the qualified joint-and-survivor annuity); and (3) benefit increase that
would not be eligible for PBGC guarantee on the first day of the initial critical year because the
increases were adopted (or, if later, took effect) less than 60 months before such first day.

Except as provided in (3), nothing should be construed to permit a plan to reduce the level of a
participant’s accrued benefit payable at normal retirement age.

The plan sponsor may not reduce adjustable benefits of any participant or beneficiary
whose benefit commencement date is before the date on which the plan provides notice to the
participant or beneficiary that the plan is in critical status and that benefits may be reduced. An
exception applies in the case of benefit increases that would not be eligible for PBGC guarantee
because the increases were adopted less than 60 months before the first day of the initial critical
year.

The plan sponsor must include in the schedules provided to the bargaining parties an
allowance for funding the benefits of participants with respect to whom contributions are not
currently required to be made, and shall reduce their benefits to the extent permitted under the
Code and ERISA and considered appropriate by the plan sponsor based on the plan’s then
current overall funding status.

Notice of any reduction of adjustable benefits must be provided at least 30 days before
the general effective date of the reduction for all participants and beneficiaries. Benefits may not
be reduced until the notice requirement is satisfied. Notice must be provided to (1) plan
participants and beneficiaries; (2) each employer who has an obligation to contribute under the
plans; and (3) each employee organization which, for purposes of collective bargaining,
represents plan participants employed by such employer. The notice must contain (1) sufficient
information to enable participants and beneficiaries to understand the effect of any reduction of
their benefits, including an estimate (on an annual or monthly basis) of any affected adjustable
benefit that a participant or beneficiary would otherwise have been eligible for as of the general
effective date for benefit reductions; and (2) information as to the rights and remedies of plan
participants and beneficiaries as well as how to contact the Department of Labor for further

% The PBGC is directed to prescribe simplified methods for determining withdrawal liability in
this case.
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information and assistance where appropriate. The notice must be provided in a form and
manner prescribed in regulations of the Secretary of Labor. In such regulations, the Secretary of
Labor must establish a model notice.

Benefit reduction are disregarded in determining a plan’s unfunded vested benefits for
purposes of determining an employer’s withdrawal liability.**

Information to be provided to bargaining parties

Within 30 days after adoption of the rehabilitation plan, the plan sponsor must provide to
the bargaining parties schedules showing revised benefit structures, revised contribution
structures, or both which, if adopted, may reasonably be expected to enable the multiemployer
plan to emerge from critical status in accordance with the rehabilitation plan.®® The schedules
must reflect reductions in future benefit accruals and adjustable benefits and increases in
contributions that the plan sponsor determined are reasonably necessary to emerge from critical
status. One schedule must be designated as the default schedule and must assume no increases in
contributions other than increases necessary to emerge from critical status after future benefit
accruals and other benefits (other than benefits the reduction or elimination of which are not
permitted under the anti-cutback rules) have been reduced. The plan sponsor may also provide
additional information as appropriate.

The plan sponsor must periodically update any schedule of contributions rates to reflect
the experience of the plan.

Rehabilitation plan

If a plan is in critical status for a plan year, the plan sponsor must adopt a rehabilitation
plan within 240 days following the required date for the actuarial certification of critical status.*®

A rehabilitation plan is a plan which consists of actions, including options or a range of
options to be proposed to the bargaining parties, formulated, based on reasonable anticipated
experience and reasonable actuarial assumptions, to enable the plan to cease to be in critical
status by the end of the rehabilitation period and may include reductions in plan expenditures
(including plan mergers and consolidations), reductions in future benefits accruals or increases in
contributions, if agreed to by the bargaining parties, or any combination of such actions.

% The PBGC is directed to prescribe simplified methods for determining withdrawal liability in
this case.

% A schedule of contribution rates provided by the plan sponsor and relied upon by bargaining
parties in negotiating a collective bargaining agreement must remain in effect for the duration of the

collective bargaining agreement.

5 The requirement applies with respect to the initial critical year.
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A rehabilitation plan must provide annual standards for meeting the requirements of the
rehabilitation. The plan must also include the schedules required to be provided to the
bargaining parties.

If the plan sponsor determines that, based on reasonable actuarial assumptions and upon
exhaustion of all reasonable measures, the plan cannot reasonably be expected to emerge from
critical status by the end of the rehabilitation period, the plan must include reasonable measures
to emerge from critical status at a later time or to forestall possible insolvency. In such case, the
plan must set forth alternatives considered, explain why the plan is not reasonable expected to
emerge from critical status by the end of the rehabilitation period, and specify when, if ever, the
plan is expected to emerge from critical status in accordance with the rehabilitation plan.

As previously discussed, the plan sponsor must annually update the rehabilitation plan
and must file the update with the plan’s annual report.

Rehabilitation period

The rehabilitation period is the 10-year period beginning on the first day of the first plan
year following the earlier of (1) the second anniversary of the date of adoption of the
rehabilitation plan or (2) the expiration of collective bargaining agreements that were in effect on
the due date for the actuarial certification of critical status for the initial critical year and
covering at least 75 percent of the active participants in the plan.

The rehabilitation period ends if the plan emerges from critical status. A plan in critical
status remains in critical status until a plan year for which the plan actuary certifies that the pla