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The Senate Finance Committee is scheduled to mark up on July 26, the National Employee
Saving and Trust Equity Guarantee Act of 2005. The bill concentrates mainly on private sector
issues such as funding, but contains several helpful provisions for NCTR members. I'll provide a
report after the Committee acts.

For those of you who'd like a sneak preview of what's in the bill, click onto the attachment.



by local educational agencies or tax-exempt education associations which principally represent
employees of one or more such agencies and that provide compensation to an employee (payable
on termination of employment) for purposes of retaining the services of the employee or
rewarding the employee for service with educational agencies or associations.

Under the proposal, special tax treatment applies to the portion of an employment
retention plan that provides benefits that do not exceed twice the applicable annual dollar limit
on deferrals under section 457 ($14,000 for 2005). The proposal provides an exception from the
rules under section 457 for ineligible plans with respect to such portion of an employment
retention plan. This exception applies for years preceding the year in which benefits under the
employment retention plan are paid or otherwise made available to the employee. In addition,
such portion of an employment retention plan is not treated as providing for the deferral of
compensation for tax purposes.

Under the proposal, an employment retention plan is also treated as a welfare benefit plan
for purposes of ERISA (other than a governmental plan that is exempt from ERISA).

Effective Date

The proposal is generally effective on the date of enactment. The amendments to
section 457 apply to taxable years ending after the date of enactment. The amendments to
ERISA apply to plan years ending after the date of enactment. Nothing in the proposal alters or
affects the construction of the Code, ERISA, or ADEA as applied to any plan, arrangement, or
conduct to which the proposal does not apply.
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F. No Reduction in Unemployment Compensation as a Result of Pension Rollovers
Present Law

Under present law, unemployment compensation payable by a State to an individual
generally is reduced by the amount of retirement benefits received by the individual.
Distributions from certain employer-sponsored retirement plans or IRAs that are transferred to a
similar retirement plan or IRA (“rollover distributions”) generally are not includible in income.
Some States currently reduce the amount of an individual’s unemployment compensation by the
amount of a rollover distribution.

Description of Proposal

The proposal amends the Code so that the reduction of unemployment compensation
payable to an individual by reason of the receipt of retirement benefits does not apply in the case
of a rollover distribution.

Effective Date

The proposal is effective for weeks beginning on or after the date of enactment.
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G. Withholding on Certain Distributions from Governmental
Eligible Deferred Compensation Plans

Present Law

Before the Economic Growth and Tax Relief Reconciliation Act of 2001

(“EGTRRA?”), distributions from an eligible deferred compensation plan under section 457 (a
“section 457 plan”) were subject to the withholding rules for wages, rather than the withholding
rules for distributions from qualified retirement plans. Under the wage withholding rules,
graduated withholding applies based on the amount of the wages. Under the withholding rules
for qualified retirement plans, an individual may generally elect not to have taxes withheld from
distributions. However, withholding is required at a 20-percent rate in the case of an eligible
rollover distribution that is not automatically rolled over into another retirement plan. Eligible
rollover distributions include distributions that are payable over a period of less than 10 years.

EGTRRA conformed the rollover rules and withholding rules for governmental
section 457 plans to the rules for qualified retirement plans.’** The EGTRRA changes are
effective for distributions after December 31, 2001. As a result, as of 2002, required withholding
at a 20-percent rate applies to distributions made from a governmental section 457 plan for a
period of less than 10 years, including distributions that began before the effective date of the
EGTRRA changes.

Description of Proposal

Under the proposal, the pre-EGTRRA withholding rules may be applied to distributions
from a governmental section 457 plan if the distribution is part of a series of distributions
which began before January 1, 2002, and is payable for less than 10 years.

Effective Date

The proposal is effective as if included in section 641 of EGTRRA.

183 pyh. L. No. 107-16.

164 EGTRRA sec. 641.
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H. Provisions Relating to Plan Amendments
Present Law

Present law provides a remedial amendment period during which, under certain
circumstances, a plan may be amended retroactively in order to comply with the qualification
requirements.’®® In general, plan amendments to reflect changes in the law generally must be
made by the time prescribed by law for filing the income tax return of the employer for the
employer’s taxable year in which the change in law occurs. The Secretary of the Treasury may
extend the time by which plan amendments need to be made.

The Code and ERISA provide that, in general, accrued benefits cannot be reduced by a
plan amendment.*®® This prohibition on the reduction of accrued benefits is commonly referred
to as the “anticutback rule.”

Description of Proposal

The proposal permits certain plan amendments made pursuant to the changes made by the
bill or by the Economic Growth and Tax Relief Reconciliation Act of 2001'%" (“EGTRRA™), or
regulations issued thereunder, to be retroactively effective. If the plan amendment meets the
requirements of the proposal, then the plan will be treated as being operated in accordance with
its terms and the amendment will not violate the anticutback rule. In order for this treatment to
apply, the plan amendment is required to be made on or before the last day of the first plan year
beginning on or after January 1, 2006, or such later date as provided by the Secretary of the
Treasury. Governmental plans are given an additional two years in which to make required plan
amendments. If the amendment is required to be made to retain qualified status as a result of the
changes in the law (or regulations), the amendment is required to be made retroactively effective
as of the date on which the change became effective with respect to the plan and the plan is
required to be operated in compliance until the amendment is made. Amendments that are not
required to retain qualified status but that are made pursuant to the changes made by the bill or
EGTRRA (or applicable regulations) may be made retroactively effective as of the first day the
plan is operated in accordance with the amendment.

A plan amendment will not be considered to be pursuant to the bill or EGTRRA (or
applicable regulations) if it has an effective date before the effective date of the proposal under
the bill or EGTRRA (or regulations) to which it relates. Similarly, the proposal does not provide
relief from the anticutback rule for periods prior to the effective date of the relevant proposal (or
regulations) or the plan amendment.

165 sec. 401(b).
166 code sec. 411(d)(6); ERISA sec. 204(g).

167 pub. L. No. 107-186.
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The Secretary of the Treasury is authorized to provide exceptions to the relief from the
prohibition on reductions in accrued benefits. It is intended that the Secretary will not permit
inappropriate reductions in contributions or benefits that are not directly related to the proposals
under the bill or EGTRRA. For example, it is intended that a plan that incorporates the section
415 limits by reference can be retroactively amended to impose the section 415 limits in effect
before EGTTRA.X® On the other hand, suppose a plan incorporates the section 401(a)(17) limit
on compensation by reference and provides for an employer contribution of three percent of
compensation. It is expected that the Secretary will provide that, in that case, the plan cannot be
amended retroactively to reduce the contribution percentage for those participants not affected by
the section 401(a)(17) limit, even though the reduction will result in the same dollar level of
contributions for some participants because of the increase in compensation taken into account
under the plan as a result of the increase in the section 401(a)(17) limit under EGTRRA. As
another example, suppose that under present law a plan is top-heavy and therefore a minimum
benefit is required under the plan, and that under the provisions of EGTRRA, the plan is not
considered to be top-heavy. It is expected that the Secretary will generally permit plans to be
retroactively amended to reflect the new top-heavy provisions of EGTRRA.

Effective Date

The proposal is effective on the date of enactment.

168 sSee also, section 411(j)(3) of the Job Creation and Worker Assistance Act of 2002, which
provides a special rule for plan amendments adopted on or before June 30, 2002, in connection with
EGTRRA, in the case of a plan that incorporated the section 415 limits by reference on June 7, 2001, the
date of enactment of EGTRRA.
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X. UNITED STATES TAX COURT MODERNIZATION
A. Tax Court Procedure
1. Jurisdiction of Tax Court over collection due process cases
Present Law

In general, the Internal Revenue Service (“IRS”) is required to notify taxpayers that they
have a right to a fair and impartial hearing before levy may be made on any property or right to
property.'®® Similar rules apply with respect to liens.'’”® The hearing is held by an impartial
officer from the IRS Office of Appeals, who is required to issue a determination with respect to
the issues raised by the taxpayer at the hearing. The taxpayer is entitled to appeal that
determination to a court. The appeal must be brought to the United States Tax Court (the “Tax
Court”), unless the Tax Court does not have jurisdiction over the underlying tax liability. If that
is the case, then the appeal must be brought in the district court of the United States.'™ If a court
determines that an appeal was not made to the correct court, the taxpayer has 30 days after such
determination to file with the correct court.

The Tax Court is established under Article | of the United States Constitution'’® and is a
court of limited jurisdiction.'”® The Tax Court only has the jurisdiction that is expressly
conferred on it by statute. For example, the jurisdiction of the Tax Court includes the authority
to redetermine the correct amount of an income, estate, or gift tax deficiency, to make certain
types of declaratory judgments, and to determine certain worker classification status issues, but
does not include jurisdiction over most excise taxes imposed by the Internal Revenue Code.
Thus, the Tax Court lacks jurisdiction over the appeal of a due process hearing relating to certain
collections matters.

Description of Proposal

The proposal modifies the jurisdiction of the Tax Court by providing that all appeals of
collection due process determinations are to be made to the Tax Court.

Effective Date

The proposal applies to determinations made by the IRS after the date which is 60 days
after the date of enactment.

169 sec. 6330(a).
170 gec. 6320.

171 gSec. 6330(d).

172 sec. 7441,

113 gec. 7442.
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2. Authority for special trial judges to hear and decide certain employment status cases
Present Law

In connection with the audit of any person, if there is an actual controversy involving a
determination by the IRS as part of an examination that (1) one or more individuals performing
services for that person are employees of that person or (2) that person is not entitled to relief
under section 530 of the Revenue Act of 1978, the Tax Court has jurisdiction to determine
whether the IRS is correct and the proper amount of employment tax under such
determination.’”* Any redetermination by the Tax Court has the force and effect of a decision of
the Tax Court and is reviewable.

An election may be made by the taxpayer for small case procedures if the amount of the
employment taxes in dispute is $50,000 or less for each calendar quarter involved.'”® The
decision entered under the small case procedure is not reviewable in any other court and should
not be cited as authority.

The chief judge of the Tax Court may assign proceedings to special trial judges. The
Code enumerates certain types of proceedings that may be so assigned and may be decided by a
special trial judge. In addition, the chief judge may designate any other proceeding to be heard
by a special trial judge.’’

Description of Proposal

The proposal clarifies that the chief judge of the Tax Court may assign to special trial
judges any employment tax cases that are subject to the small case procedure and may authorize
special trial judges to decide such small tax cases.

Effective Date

The proposal is effective for any employment status proceeding in the Tax Court with
respect to which a decision has not become final before the date of enactment.

3. Confirmation of Tax Court authority to apply doctrine of equitable recoupment
Present Law

Equitable recoupment is a common-law equitable principle that permits the defensive use
of an otherwise time-barred claim to reduce or defeat an opponent’s claim if both claims arise
from the same transaction. U.S. District Courts and the U.S. Court of Federal Claims, the two

174 sec. 7436.
175 gec. 7436(c).

176 sec. 7443A(b) and (c).
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Federal tax refund forums, may apply equitable recoupment in deciding tax refund cases.”” In

Estate of Mueller v. Commissioner,*’® the Court of Appeals for the Sixth Circuit held that the
Tax Court may not apply the doctrine of equitable recoupment. More recently, the Court of
Appeals for the Ninth Circuit, in Branson v. Commissioner,”® held that the Tax Court may apply
the doctrine of equitable recoupment.

Description of Proposal

The proposal confirms that the Tax Court may apply the principle of equitable
recoupment to the same extent that it may be applied in Federal civil tax cases by the U.S.
District Courts or the U.S. Court of Federal Claims. No inference should be drawn as to whether
the Tax Court has the authority to continue to apply other equitable principles in deciding
matters over which it has jurisdiction.

Effective Date

The proposal is effective for any action or proceeding in the Tax Court with respect to
which a decision has not become final as of the date of enactment.

4. Tax Court filing fees
Present Law

The Tax Court is authorized to impose a fee of up to $60 for the filing of any petition for
the redetermination of a deficiency or for declaratory judgments relating to the status and
classification of 501(c)(3) organizations, the judicial review of final partnership administrative
adjustments, and the judicial review of partnership items if an administrative adjustment request
is not allowed in full.’® The statute does not specifically authorize the Tax Court to impose a
filing fee for the filing of a petition for review of the IRS’s failure to abate interest or for failure
to award administrative costs and other areas of jurisdiction for which a petition may be filed.
The practice of the Tax Court is to impose a $60 filing fee in all cases commenced by petition. ™"

Description of Proposal

The proposal clarifies that the Tax Court is authorized to charge a filing fee of up to $60
in all cases commenced by the filing of a petition. No negative inference should be drawn as to

77" See Stone v. White, 301 U.S. 532 (1937); Bull v. United States, 295 U.S. 247 (1935).
178 153 F.3d 302 (6" Cir.), cert. den., 525 U.S. 1140 (1999).

179 264 F.3d 904 (9" Cir.), cert. den., 535 U.S. 927 (2002).

180 Sec. 7451.

181 See Rule 20(a) of the Tax Court Rules of Practice and Procedure.
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whether the Tax Court has the authority under present law to impose a filing fee for any case
commenced by the filing of a petition.

Effective Date

The proposal is effective on the date of enactment.
5. Appointment of Tax Court employees
Present Law

The Tax Court is a legislative court established by the Congress pursuant to Article | of
the U.S. Constitution (an “Article I” court).’® The Tax Court is authorized to appoint
employees, subject to the rules applicable to employment with the Executive Branch of the
Federal Government (generally referred to as “competitive service”), as administered by the
Office of Personnel Management.'®®

Employment with the Federal Executive Branch is governed by certain general statutory
principles, such as recruitment of qualified individuals, fair and equitable treatment of employees
and applicants, maintenance of high standards of employee conduct, and protection of employees
against arbitrary action. The rules for employment in the Federal Executive Branch address
various aspects of such employment, including: (1) procedures for the appointment of employees
in the competitive service, including preferences for certain individuals (e.g., veterans);

(2) compensation, benefits, and leave programs for employees; (3) appraisals of employee
performance; (4) disciplinary actions; and (5) employee rights, including appeal rights. In
addition, employees are protected from certain personnel practices (referred to as “prohibited
personnel practices™), such as discrimination on the basis of race, color, religion, age, sex,
national origin, political affiliation, marital status, or handicapping condition.

Description of Proposal

The proposal extends to the Tax Court authority to establish its own personnel
management system, similar to authority that applies to courts in the Federal Judicial Branch.
Any personnel management system adopted by the Tax Court must: (1) include the merit system
principles that govern employment with the Federal Executive Branch; (2) prohibit personnel
practices that are prohibited in the Federal Executive Branch; and (3) in the case of an individual
eligible for preference for employment in the Federal Executive Branch, provide preference for
that individual in a manner and to an extent consistent with preference in the Federal Executive
Branch.

The proposal requires the Tax Court to prohibit discrimination on the basis of race, color,
religion, age, sex, national origin, political affiliation, marital status, or handicapping condition.

182 sec. 7441,

183 gec. 7471.
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The Tax Court is also required to promulgate procedures for resolving complaints of
discrimination by employees and applicants for employment.

The proposal allows the Tax Court to appoint a clerk without regard to the Federal
Executive Branch rules regarding appointments in the competitive service. Under the proposal,
the clerk serves at the pleasure of the Tax Court.

The proposal also allows the Tax Court to appoint other necessary employees without
regard to the Federal Executive Branch rules regarding appointments in the competitive service.
Under the proposal, these deputies and employees are subject to removal by the Tax Court.

The proposal allows judges and special trial judges of the Tax Court to appoint law clerks
and secretaries, in such numbers as the Tax Court may approve, without regard to the Federal
Executive Branch rules regarding appointments in the competitive service. Under the proposal, a
law clerk or secretary serves at the pleasure of the appointing judge.

The proposal exempts law clerks from the sick leave and annual leave provisions
applicable to employees of the Federal Executive Branch. Any unused sick or annual leave to
the credit of a law clerk as of the effective date of the proposal remains credited to the individual
and is available to the individual upon separation from the Federal Government, or upon transfer
to a position subject to such sick leave and annual leave provisions.

The proposal allows the Tax Court to fix and adjust the compensation of the clerk and
other employees without regard to the Federal Executive Branch rules regarding employee
classifications and pay rates. To the maximum extent feasible, Tax Court employees are to be
compensated at rates consistent with those of employees holding comparable positions in the
Federal Judicial Branch. The Tax Court may also establish programs for employee evaluations,
premium pay, and resolution of employee grievances.

In the case of an individual who is an employee of the Tax Court on the day before the
effective date of the proposal, the proposal preserves certain rights that the employee is entitled
to as of that day. The proposal preserves the right to: (1) appeal a reduction in grade or removal;
(2) appeal an adverse action; (3) appeal a prohibited personnel practice; (4) make an allegation of
a prohibited personnel practice; or (5) file an employment discrimination appeal. These rights
are preserved for as long as the individual remains an employee of the Tax Court.

Under the proposal, a Tax Court employee who completes at least one year of continuous
service under a nontemporary appointment with the Tax Court acquires competitive service
status for appointment to any position in the Federal Executive Branch competitive service for
which the employee possesses the required qualifications.

The proposal also allows the Tax Court to procure the services of experts and consultants
in accordance with Federal Executive Branch rules.

Effective Date

The proposal is effective on the date that the Tax Court adopts a personnel management
system after the date of enactment of the proposal.
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6. Expanded use of practice fees
Present Law

The Tax Court is authorized to impose on practitioners admitted to practice before the
Tax Court a fee of up to $30 per year.’® These fees are to be used to employ independent
counsel to pursue disciplinary matters.

Description of Proposal

The proposal provides that Tax Court fees imposed on practitioners also are available to
provide services to pro se taxpayers.

Effective Date

The proposal is effective on the date of enactment.

184 gec. 7475,
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B. Tax Court Pension and Compensation
1. Judges of the Tax Court
Present Law

The Tax Court is established by the Congress pursuant to Article I of the U.S.
Constitution.'® The salary of a Tax Court judge is the same salary as received by a U.S. District
Court judge.*®® Present law also provides Tax Court judges with some benefits that correspond
to benefits provided to U.S. District Court judges, including specific retirement and survivor
benefit programs for Tax Court judges.*®’

Under the retirement program, a Tax Court judge may elect to receive retirement pay
from the Tax Court in lieu of benefits under another Federal retirement program. A Tax Court
judge may also elect to participate in a plan providing annuity benefits for the judge’s surviving
spouse and dependent children (the “survivors’ annuity plan”). Generally, benefits under the
survivors’ annuity plan are payable only if the judge has performed at least five years of service.
Cost-of-living increases in benefits under the survivors’ annuity plan are generally based on
increases in pay for active judges.

Tax Court judges participate in the Federal Employees Group Life Insurance program
(the “FEGLI” program). Retired Tax Court judges are eligible to participate in the FEGLI
program as the result of an administrative determination of their eligibility, rather than a specific
statutory provision.

Tax Court judges are not covered by the leave system for Federal Executive Branch
employees. As a result, an individual who works in the Federal Executive Branch before being
appointed to the Tax Court does not continue to accrue annual leave under the same leave
program and may not use leave accrued prior to his or her appointment to the Tax Court.

Tax Court judges are not eligible to participate in the Thrift Savings Plan.

Under the retirement program for Tax Court judges, retired judges generally receive
retired pay equal to the rate of salary of an active judge and must be available for recall to
perform judicial duties as needed by the court for up to 90 days a year (unless the judge consents
to more). However, retired judges may elect to freeze the amount of their retired pay, and those
who do so are not available for recall.

185 Sec. 7441,
186 sec. 7443(c).

187 secs. 7447 and 7448.
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Retired Tax Court judges on recall are subject to the limitations on outside earned income
that apply to active Federal employees under the Ethics in Government Act of 1978. However,
retired District Court judges on recall may receive compensation for teaching without regard to
the limitations on outside earned income. Retired Tax Court judges who elect to freeze the
amount of their retired pay (thus making themselves unavailable for recall) are not subject to the
limitations on outside earned income.

Description of Proposal

In general

The proposal makes various changes to the compensation and benefits rules that apply to
Tax Court judges to eliminate disparities between the treatment of Tax Court judges and the
treatment of other Federal judges.

Survivor annuities for assassinated judges

Under the proposal, benefits under the survivors’ annuity plan are payable if a Tax Court
judge is assassinated before the judge has performed five years of service.

Cost-of-living adjustments for survivor annuities

The proposal provides that cost-of-living increases in benefits under the survivors’
annuity plan are generally based on cost-of-living increases in benefits paid under the Civil
Service Retirement System.

Life insurance coverage

Under the proposal, a judge or retired judge of the Tax Court is deemed to be an
employee continuing in active employment for purposes of participation in the Federal
Employees Group Life Insurance program. In addition, in the case of a Tax Court judge age 65
or over, the Tax Court is authorized to pay on behalf of the judge any increase in employee
premiums under the FEGLI program that occur after April 24, 1999,"® including expenses
generated by such payment, as authorized by the chief judge of the Tax Court in a manner
consistent with payments authorized by the Judicial Conference of the United States (i.e., the
body with policy-making authority over the administration of the courts of the Federal judicial
branch).

Accrued annual leave

Under the proposal, in the case of a judge who is employed by the Federal executive
branch before appointment to the Tax Court, the judge is entitled to receive a lump-sum payment
for the balance of his or her accrued annual leave on appointment to the Tax Court.

188 This date relates to changes in the FEGLI program, including changes to premium rates to

reflect employees’ ages.
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Thrift Savings Plan participation

Under the proposal, Tax Court judges are permitted to participate in the Thrift Savings
Plan. A Tax Court judge is not eligible for agency contributions to the Thrift Savings Plan.

Exemption for teaching compensation from outside earned income limitations

Under the proposal, compensation earned by a retired Tax Court judge for teaching is not
treated as outside earned income for purposes of limitations under the Ethics in Government Act
of 1978.

Effective Date

The proposals are effective on the date of enactment, except that: (1) the proposal relating
to cost-of-living increases in benefits under the survivors’ annuity plan applies with respect to
increases in Civil Service Retirement benefits taking effect after the date of enactment; (2) the
proposal relating to FEGLI coverage applies to any individual serving as a Tax Court judge or
any retired Tax Court judge on or after the date of enactment; (3) the proposal relating to
payment of accrued annual leave applies to any Tax Court judge with an outstanding leave
balance as of the date of enactment and to any individual appointed to serve as a Tax Court judge
after such date; and (4) the proposal relating to teaching compensation of a retired Tax Court
judge applies to any individual serving as a retired Tax Court judge on or after the date of
enactment.

2. Special trial judges of the Tax Court
Present Law

The Tax Court is established by the Congress pursuant to Article I of the U.S.
Constitution.'®® The chief judge of the Tax Court may appoint special trial judges to handle
certain cases.’®® Special trial judges serve for an indefinite term. Special trial judges receive a
salary of 90 percent of the salary of a Tax Court judge and are generally covered by the benefit
programs that apply to Federal executive branch employees, including the Civil Service
Retirement System or the Federal Employees’ Retirement System.

Description of Proposal

In general

The proposal is generally designed to eliminate disparities between the treatment of
special trial judges of the Tax Court and magistrate judges in courts established under Article 111
of the U.S. Constitution.

189 sec. 7441,

190 gec. 7443A.
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Magistrate judges of the Tax Court

Under the proposal, the position of special trial judge of the Tax Court is renamed as
magistrate judge of the Tax Court. Magistrate judges are appointed (or reappointed) to serve for
eight-year terms and are subject to removal in limited circumstances.

Under the proposal, a magistrate judge receives a salary of 92 percent of the salary of a
Tax Court judge.

The proposal exempts magistrate judges from the leave program that applies to
employees of the Federal executive branch and provides rules for individuals who are subject to
such leave program before becoming exempt.

Survivors’ annuity plan

Under the proposal, magistrate judges of the Tax Court may elect to participate in the
survivors’ annuity plan for Tax Court judges. An election to participate in the survivors’ annuity
plan must be filed not later than the latest of: (1) twelve months after the date of enactment of
the proposal; (2) six months after the date the judge takes office; or (3) six months after the date
the judge marries.

Retirement annuity program for magistrate judges

The proposal establishes a new retirement annuity program for magistrate judges of the
Tax Court, under which a magistrate judge may elect to receive a retirement annuity from the
Tax Court in lieu of benefits under another Federal retirement program. A magistrate judge may
elect to be covered by the retirement program within five years of appointment or five years of
date of enactment. A magistrate judge who elects to be covered by the retirement program
generally receives a refund of contributions (with interest) made to the Civil Service Retirement
System or the Federal Employees’ Retirement System.

A magistrate judge may retire at age 65 with 14 years of service and receive an annuity
equal to his or her salary at the time of retirement. For this purpose, service may include service
performed as a special trial judge or a magistrate judge, provided the service is performed no
earlier than 9-1/2 years before the date of enactment of the proposal. The proposal also provides
for payment of a reduced annuity in the case a magistrate judge with at least eight years of
service or in the case of disability or failure to be reappointed.

A magistrate judge receiving a retirement annuity is entitled to cost-of-living increases
based on cost-of-living increases in benefits paid under the Civil Service Retirement System.
However, such an increase cannot cause the retirement annuity to exceed the current salary of a
magistrate judge.

Contributions of one percent of salary are withheld from the salary of a magistrate judge
who elects to participate in the retirement annuity program. Such contributions must be made
also with respect to prior service for which the magistrate judge elects credit under the retirement
annuity program. No contributions are required after 14 years of service. A lump sum refund of
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the magistrate judge’s contributions (with interest) is made if no annuity is payable, for example,
if the magistrate judge dies before retirement.

A magistrate judge’s right to a retirement annuity is generally suspended or reduced in
the case of employment outside the Tax Court.

The proposal includes rules under which annuity payments may be made to a person
other than the magistrate judge in certain circumstances, such as divorce or legal separation,
under a court decree, a court order, or court-approved property settlement.

The proposal establishes the Tax Court Judicial Officers’ Retirement Fund (the “Fund”).
Amounts in the Fund are authorized to be appropriated for the payment of annuities, refunds, and
other payments under the retirement annuity program. Contributions withheld from a magistrate
judge’s salary are deposited in the Fund. In addition, the proposal authorizes to be appropriated
to the Fund amounts required to reduce the Fund’s unfunded liability to zero. For this purpose,
the Fund’s unfunded liability means the estimated excess, actuarially determined on an annual
basis, of the present value of benefits payable from the Fund over the sum of (1) the present
value of contributions to be withheld from the future salary of the magistrate judges and (2) the
balance in the Fund as of the date the unfunded liability is determined.

Under the proposal, a magistrate judge who elects to participate in the retirement annuity
program is also permitted to participate in the Thrift Savings Plan. Such a magistrate judge is
not eligible for agency contributions to the Thrift Savings Plan.

Retirement annuity rule for incumbent magistrate judges

The proposal provides a transition rule for magistrate judges in active service on the date
of enactment of the proposal. Under the transition rule, such a magistrate judge is entitled to an
annuity under the Civil Service Retirement System or the Federal Employees’ Retirement
System based on prior service that is not credited under the magistrate judges’ retirement annuity
program. If the magistrate judge made contributions to the Civil Service Retirement System or
the Federal Employees’ Retirement System with respect to service that is credited under the
magistrate judges’ retirement annuity program, such contributions are refunded (with interest).

A magistrate judge who elects the transition rule is also entitled to the annuity payable
under the magistrate judges’ retirement program in the case of retirement with at least eight years
of service or on failure to be reappointed. This annuity is based on service as a magistrate judge
or special trial judge of the Tax Court that is performed no earlier than 9-1/2 years before the
date of enactment of the proposal and for which the magistrate judge makes contributions of one
percent of salary.

Recall of retired magistrate judges

The proposal provides rules under which a retired magistrate judge may be recalled to
perform services for a limited period.

Effective Date
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The proposals are effective on date of enactment.
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XI. OTHER PROVISIONS

A. Transfer of Funds Attributable to Black Lung Trust Funds
to Combined Benefit Fund

Present Law

Qualified black lung benefit trusts

A qualified black lung benefit trust is exempt from Federal income taxation.
Contributions to a qualified black lung benefit trust generally are deductible to the extent such
contributions are necessary to fund the trust.

Under present law, no assets of a qualified black lung benefit trust may be used for, or
diverted to, any purpose other than (1) to satisfy liabilities, or pay insurance premiums to cover
liabilities, arising under the Black Lung Acts, (2) to pay administrative costs of operating the
trust, (3) to pay accident and health benefits or premiums for insurance exclusively covering
such benefits (including administrative and other incidental expenses relating to such benefits)
for retired coal miners and their spouses and dependents (within certain limits) or (4) investment
in Federal, State, or local securities and obligations, or in time demand deposits in a bank or
insured credit union. Additionally, trust assets may be paid into the national Black Lung
Disability Trust Fund, or into the general fund of the U.S. Treasury.

The amount of assets in qualified black lung benefit trusts available to pay accident and
health benefits or premiums for insurance exclusively covering such benefits (including
administrative and other incidental expenses relating to such benefits) for retired coal miners and
their spouses and dependents may not exceed a yearly limit or an aggregate limit, whichever is
less. The yearly limit is the amount of trust assets in excess of 110 percent of the present value
of the liability for black lung benefits determined as of the close of the preceding taxable year of
the trust. The aggregate limit is the excess of the sum of the yearly limit as of the close of the
last taxable year ending before October 24, 1992, plus earnings thereon as of the close of the
taxable year preceding the taxable year involved over the aggregate payments for accident of
health benefits for retired coal miners and their spouses and dependents made from the trust
since October 24, 1992. Each of these determinations is required to be made by an independent
actuary.

In general, amounts used to pay retiree accident or health benefits are not includible in
the income of the company, nor is a deduction allowed for such amounts.

United Mine Workers of America Combined Benefit Fund

The United Mine Workers of America (“UMWA?”) Combined Benefit Fund was
established by the Coal Industry Retiree Health Benefit Act of 1992 to assume responsibility of
payments for medical care expenses of retired miners and their dependents who were eligible for
heath care from the private 1950 and 1974 UMWA Benefit Plans. The UMWA Combined
Benefit Fund is financed by assessments on current and former signatories to labor agreements
with the UMWA, past transfers from an overfunded United Mine Workers pension fund, and
transfers from the Abandoned Mine Reclamation Fund.
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Description of Proposal

The proposal eliminates the aggregate limit on the amount of excess black lung benefit
trust assets that may be used to pay accident and health benefits or premiums for insurance
exclusively covering such benefits (including administrative and other incidental expenses
relating to such benefits) for retired coal miners and their spouses and dependents. In addition,
under the proposal, each fiscal year, the Secretary of the Treasury will transfer to the UMWA
Combined Benefit Fund an amount which the Secretary estimates to be the additional amounts
received in the Treasury for that fiscal year by reason of the elimination of the aggregate limit.
The Secretary will adjust the amount transferred for any year to the extent necessary to correct
errors in any estimate for any prior year. Any amount transferred to the UMWA Combined
Benefit Fund under the proposal will be used to proportionately reduce the unassigned
beneficiary premium of each assigned operator for the plan year in which transferred.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2002.
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B. Tax Treatment of Company-Owned Life Insurance (“COLI”)
Present Law

Amounts received under a life insurance contract

Amounts received under a life insurance contract paid by reason of the death of the
insured are not includible in gross income for Federal tax purposes.’® No Federal income tax
generally is imposed on a policyholder with respect to the earnings under a life insurance
contract (inside buildup). **

Distributions from a life insurance contract (other than a modified endowment contract)
that are made prior to the death of the insured generally are includible in income to the extent
that the amounts distributed exceed the taxpayer’s investment in the contract (i.e., basis). Such
distributions generally are treated first as a tax-free recovery of basis, and then as income.'*

Premium and interest deduction limitations***

Premiums

Under present law, no deduction is permitted for premiums paid on any life insurance,
annuity or endowment contract, if the taxpayer is directly or indirectly a beneficiary under the
contract.*®®

191 sec. 101(a).
192 This favorable tax treatment is available only if a life insurance contract meets certain
requirements designed to limit the investment character of the contract (sec. 7702).

198 sec, 72(e). In the case of a modified endowment contract, however, in general, distributions
are treated as income first, loans are treated as distributions (i.e., income rather than basis recovery first),
and an additional 10-percent tax is imposed on the income portion of distributions made before age 59-1/2
and in certain other circumstances (secs. 72(e) and (v)). A modified endowment contract is a life
insurance contract that does not meet a statutory “7-pay” test, i.e., generally is funded more rapidly than
seven annual level premiums (sec. 7702A).

9% 1n addition to the statutory limitations described below, interest deductions under company-
owned life insurance arrangements have also been limited by recent cases applying general principles of
tax law. See Winn-Dixie Stores, Inc. v. Commissioner, 113 T.C. 254 (1999), aff’d 254 F.3d 1313 (11th
Cir. 2001), cert. denied, April 15, 2002; Internal Revenue Service v. CM Holdings, Inc., 254 B.R. 578 (D.
Del. 2000), aff'd, 301 F.3d 96 (3d Cir. 2002); American Electric Power, Inc. v. U.S., 136 F. Supp. 2d 762
(S. D. Ohio 2001), aff’d, 326 F.3d 737 (6th Cir. 2003), reh. denied, 338 F.3d 534 (6th Cir. 2003), cert.
denied, U.S. No. 03-529 (Jan. 12, 2004); but see Dow Chemical Company v. U.S., 250 F. Supp. 2d 748
(E.D. Mich. 2003), modified, 278 F. Supp. 2d 844 (E.D. Mich. 2003).

195 sec. 264(a)(1).
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Interest paid or accrued with respect to the contract

No deduction generally is allowed for interest paid or accrued on any debt with respect to
a life insurance, annuity or endowment contract covering the life of any individual."*® An
exception is provided under this provision for insurance of key persons.

Interest that is otherwise deductible (e.g., is not disallowed under other applicable rules or
general principles of tax law) may be deductible under the key person exception, to the extent
that the aggregate amount of the debt does not exceed $50,000 per insured individual. The
deductible interest may not exceed the amount determined by applying a rate based on a
Moody’s Corporate Bond Yield Average-Monthly Average Corporates. A key person is an
individual who is either an officer or a 20-percent owner of the taxpayer. The number of
individuals that can be treated as key persons may not exceed the greater of (1) five individuals,
or (2) the lesser of five percent of the total number of officers and employees of the taxpayer, or
20 individuals."®’

Pro rata interest limitation

A pro rata interest deduction disallowance rule also applies. Under this rule, in the case
of a taxpayer other than a natural person, no deduction is allowed for the portion of the
taxpayer’s interest expense that is allocable to unborrowed policy cash surrender values.*®
Interest expense is allocable to unborrowed policy cash values based on the ratio of (1) the
taxpayer’s average unborrowed policy cash values of life insurance, annuity and endowment
contracts, to (2) the sum of the average unborrowed cash values (or average adjusted bases, for
other assets) of all the taxpayer’s assets.

Under the pro rata interest disallowance rule, an exception is provided for any contract
owned by an entity engaged in a trade or business, if the contract covers an individual who is a
20-percent owner of the entity, or an officer, director, or employee of the trade or business. The
exception also applies to a joint-life contract covering a 20-percent owner and his or her spouse.

“Single premium” and “4-out-of-7” limitations

Other interest deduction limitation rules also apply with respect to life insurance, annuity
and endowment contracts. Present law provides that no deduction is allowed for any amount
paid or accrued on debt incurred or continued to purchase or carry a single premium life
insurance, annuity or endowment contract.**® In addition, present law provides that no deduction

19 sec. 264(a)(4).
197 sec. 264(e)(3).

198 gec. 264(f). This applies to any life insurance, annuity or endowment contract issued after

June 8, 1997.

199 sec. 264(a)(2).
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is allowed for any amount paid or accrued on debt incurred or continued to purchase or carry a
life insurance, annuity or endowment contract pursuant to a plan of purchase that contemplates
the systematic direct or indirect borrowing of part or all of the increases in the cash value of the
contract (either from the insurer or otherwise).”® Under this rule, several exceptions are
provided, including an exception if no part of four of the annual premiums due during the initial
seven-year period is paid by means of such debt (known as the “4-out-of-7 rule”).

Definitions of highly compensated employee

Present law defines highly compensated employees and individuals for various purposes.
For purposes of nondiscrimination rules relating to qualified retirement plans, an employee,
including a self-employed individual, is treated as highly compensated with respect to a year if
the employee (1) was a five-percent owner of the employer at any time during the year or the
preceding year or (2) either (a) had compensation for the preceding year in excess of $95,000
(for 2005) or (b) at the election of the employer had compensation in excess of $95,000 (for
2005) and was in the highest paid 20 percent of employees for such year.** The $95,000 dollar
amount is indexed for inflation.

For purposes of nondiscrimination rules relating to self-insured medical reimbursement
plans, a highly compensated individual is an employee who is one of the five highest paid
officers of the employer, a shareholder who owns more than 10 percent of the value of the stock
of the employer, or is among the highest paid 25 percent of all employees.?*

Description of Proposal

The proposal provides generally that, in the case of an employer-owned life insurance
contract, the amount excluded from the applicable policyholder's income as a death benefit
cannot exceed the premiums and other amounts paid by such applicable policyholder for the
contract. The excess death benefit is included in income.

Exceptions to this income inclusion rule are provided. In the case of an employer-owned
life insurance contract with respect to which the notice and consent requirements of the proposal
are met, the income inclusion rule does not apply to an amount received by reason of the death of
an insured individual who, with respect to the applicable policyholder, was an employee at any
time during the 12-month period before the insured's death, or who, at the time the contract was
issued, was a director or highly compensated employee or highly compensated individual. For
this purpose, such a person is one who is either: (1) a highly compensated employee as defined
under the rules relating to qualified retirement plans, determined without regard to the election

200 gec, 264(a)(3).

201 gec, 414(q). For purposes of determining the top-paid 20 percent of employees, certain
employees, such as employees subject to a collective bargaining agreement, are disregarded.
202 gac, 105(h)(5). For purposes of determining the top-paid 25 percent of employees, certain

employees, such as employees subject to a collective bargaining agreement, are disregarded.
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regarding the top-paid 20 percent of employees; or (2) a highly compensated individual as
defined under the rules relating to self-insured medical reimbursement plans, determined by
substituting the highest-paid 35 percent of employees for the highest-paid 25 percent of
employees.?*

In the case of an employer-owned life insurance contract with respect to which the notice
and consent requirements of the proposal are met, the income inclusion rule does not apply to an
amount received by reason of the death of an insured, to the extent the amount is (1) paid to a
member of the family®®* of the insured, to an individual who is the designated beneficiary of the
insured under the contract (other than an applicable policyholder), to a trust established for the
benefit of any such member of the family or designated beneficiary, or to the estate of the
insured; or (2) used to purchase an equity (or partnership capital or profits) interest in the
applicable policyholder from such a family member, beneficiary, trust or estate. It is intended
that such amounts be so paid or used by the due date of the tax return for the taxable year of the
applicable policyholder in which they are received as a death benefit under the insurance
contract, so that the payment of the amount to such a person or persons, or the use of the amount
to make such a purchase, is known in the taxable year for which the exception from the income
inclusion rule is claimed.

An employer-owned life insurance contract is defined for purposes of the proposal as a
life insurance contract which (1) is owned by a person engaged in a trade or business and under
which such person (or a related person) is directly or indirectly a beneficiary, and (2) covers the
life of an individual who is an employee with respect to the trade or business of the applicable
policyholder on the date the contract is issued.

An applicable policyholder means, with respect to an employer-owned life insurance
contract, the person (including related persons) that owns the contract, if the person is engaged in
a trade or business, and if the person (or a related person) is directly or indirectly a beneficiary
under the contract.

For purposes of the proposal, a related person includes any person that bears a
relationship specified in section 267(b) or 707(b)(1)** or is engaged in trades or businesses that
are under common control (within the meaning of section 52(a) or (b)).

203 As under present law, certain employees are disregarded in making the determinations

regarding the top-paid groups.

294 Eor this purpose, a member of the family is defined in section 267(c)(4) to include only the
individual's brothers and sisters (whether by the whole or half blood), spouse, ancestors, and lineal
descendants.

205 The relationships include specified relationships among family members, shareholders and
corporations, corporations that are members of a controlled group, trust grantors and fiduciaries, tax-
exempt organizations and persons that control such organizations, commonly controlled S corporations,
partnerships and C corporations, estates and beneficiaries, commonly controlled partnerships, and
partners and partnerships. Detailed rules apply to determine the specific relationships.
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The notice and consent requirements of the proposal are met if, before the issuance of the
contract, (1) the employee is notified in writing that the applicable policyholder intends to insure
the employee’s life, and is notified of the maximum face amount at issue of the life insurance
contract that the employer might take out on the life of the employee, (2) the employee provides
written consent to being insured under the contract and that such coverage may continue after the
insured terminates employment, and (3) the employee is informed in writing that an applicable
policyholder will be a beneficiary of any proceeds payable on the death of the employee.

For purposes of the proposal, an employee includes an officer, a director, and a highly
compensated employee; an insured means, with respect to an employer-owned life insurance
contract, an individual covered by the contract who is a U.S. citizen or resident. In the case of a
contract covering the joint lives of two individuals, references to an insured include both of the
individuals.

The proposal requires annual reporting and recordkeeping by applicable policyholders
that own one or more employer-owned life insurance contracts. The information to be reported
is (1) the number of employees of the applicable policyholder at the end of the year, (2) the
number of employees insured under employer-owned life insurance contracts at the end of the
year, (3) the total amount of insurance in force at the end of the year under such contracts, (4) the
name, address, and taxpayer identification number of the applicable policyholder and the type of
business in which it is engaged, and (5) a statement that the applicable policyholder has a valid
consent (in accordance with the consent requirements under the proposal) for each insured
employee and, if all such consents were not obtained, the total number of insured employees for
whom such consent was not obtained. The applicable policyholder is required to keep records
necessary to determine whether the requirements of the reporting rule and the income inclusion
rule of new section 101(j) are met.

Effective Date

The amendments made by this section generally apply to contracts issued after the date of
enactment, except for contracts issued after such date pursuant to an exchange described in
section 1035 of the Code. In addition, certain material increases in the death benefit or other
material changes will generally cause a contract to be treated as a new contract, with an
exception for existing lives under a master contract. Increases in the death benefit that occur as a
result of the operation of section 7702 of the Code or the terms of the existing contract, provided
that the insurer's consent to the increase is not required, will not cause a contract to be treated as
a new contract. In addition, certain changes to a contract will not be considered material changes
S0 as to cause a contract to be treated as a new contract. These changes include administrative
changes, changes from general to separate account, or changes as a result of the exercise of an
option or right granted under the contract as originally issued.

Examples of situations in which death benefit increases would not cause a contract to be
treated as a new contract include the following:

1. Section 7702 provides that life insurance contracts need to either meet the cash value

accumulation test of section 7702(b) or the guideline premium requirements of section
7702(c) and the cash value corridor of section 7702(d). Under the corridor test, the
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amount of the death benefit may not be less than the applicable percentage of the cash
surrender value. Contracts may be written to comply with the corridor requirement by
providing for automatic increases in the death benefit based on the cash surrender
value. Death benefit increases required by the corridor test or the cash value
accumulation test do not require the insurer's consent at the time of increase and occur
in order to keep the contact in compliance with section 7702.

. Death benefits may also increase due to normal operation of the contract. For
example, for some contracts, policyholder dividends paid under the contract may be
applied to purchase paid-up additions, which increase the death benefits. The insurer's
consent is not required for these death benefit increases.

. For variable contacts and universal life contracts, the death benefit may increase as a
result of market performance or the contract design. For example, some contracts
provide that the death benefit will equal the cash value plus a specified amount at risk.
With these contracts, the amount of the death benefit at any time will vary depending
on changes in the cash value of the contract. The insurance company's consent is not
required for these death benefit increases.
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