[image: image1.wmf]
[image: image2.wmf]
Summary of Smith-Conrad Defined Contribution Legislation

Title I: Increasing Retirement Savings and Security

Automatic Enrollment Arrangements

Sec. 101: Amends §401(k) of the Internal Revenue Code of 1986 (as amended) (IRC) to provide that a cash or deferred arrangement (CODA) will be treated as meeting the average deferral percentage (ADP) nondiscrimination test if the arrangement constitutes an automatic contribution trust (ACT). An automatic contribution trust would be defined as an arrangement under which 1) eligible employees automatically contribute at least the “applicable percentage of compensation” (or a higher percentage) until the employee elects otherwise and 2) specific employer contribution, vesting, and notice requirements are satisfied. 

Specifics: 


Employee Contributions

· The applicable percentage would begin at 3% and would increase by one percentage point on an annual basis until the percentage reaches 10%. 
· The employer (or the plan administrator on behalf of the employer) could alternatively elect, in lieu of having the applicable percentage increase on a plan year basis, to have the applicable percentage increase after each annual (or less frequent) increase in an employee’s compensation. 
Eligible Employees
· A plan is only required to apply the ACT rules to newly-eligible employees. A plan is not required to apply the same rules to employees eligible to participate in the plan immediately prior to the effective date of the ACT. 
Employer contributions
· Under an ACT, employers must provide either 1) matching contributions equal to 50% of each nonhighly compensated employee’s elective contributions up to 6% of compensation, or 2) at least a 2% nonelective contribution on behalf of each nonhighly compensated employee eligible.
· The employer contribution rule may be satisfied by contributions under other plans of the employer. 
· An employer may use an alternative matching formula that is at least as generous at every level of elective contribution. 
Vesting

· The matching or nonelective contribution used to meet the employer’s contribution requirement must be 100% vested for all eligible employees with at least 2 years of service. 

Notices

· Employees must be notified regarding their right to elect to decline to participate in the ACT and regarding how their contributions will be invested in the absence of a specific investment election. Employees must be provided a reasonable amount of time prior to the first automatic elective deferral to make a different election regarding their contribution or investment. Additionally, an annual notice of an employee’s rights and obligations under the ACT must be provided. 

Annual Contribution Percentage Testing

· IRC §401(m) is amended to provide that ACTs with an ACT matching contribution feature will be treated as meeting the section 401(m) ACP nondiscrimination test. 

Top Heavy Rules

· IRC §416(g)(4)(H) is amended to provide that ACTs are excluded from the definition of top-heavy plans under the same rule applicable to the existing section 401(k) safe harbor. 
Definition of Compensation 

· The bill directs the Secretary to modify the regulations under section 414(s) to facilitate the use of the ACT safe harbor, as well as the existing safe harbors, by plans that use base pay or rate of pay. This facilitation will permit increased flexibility in satisfying section 414(s) where the amount of overtime paid by the plan sponsor varies significantly from year to year. 

Default Investments

· ERISA § 404(c) would be amended to provide that the following types of investments are ‘approved’ under the bill as appropriate defined contribution plan default investments (without regard to whether the plan includes an automatic enrollment feature): investment options that vary the emphasis and exposure among various asset classes as the participant approaches a target retirement date, such as model portfolios, life-cycle funds, retirement target date funds, and other similar investment options. The provision is intended to permit combinations of options to be treated as an approved default investment:  for example, a plan could designate a combination of an equity option and a fixed income option as a combined default investment. 
· The bill also directs the Secretary of Labor to issue regulations identifying other types of diversified default investments designed to provide long-term appreciation for which there would be no fiduciary liability. Such investments could include balanced funds or portfolios and other options that provide an appropriate mix of different asset classes. 
· A plan fiduciary would still be required to choose a prudent default investment option. For example, a plan fiduciary would still have liability if the life-cycle fund chosen were clearly poorly managed and consistently underperformed the market.

· The fiduciary protection under §404(c) would only apply if participants were provided timely notice of contributions and investments that will be made on their behalf if they do not make an affirmative election. 
Preemption

· ERISA §514(b) is amended to provide that ERISA preempts any state laws to the extent that such laws would directly or indirectly prohibit or restrict automatic contribution arrangements (without regard to whether they meet the ACT safe harbor requirements). 

Unwind Distributions

· Through an amendment to IRC §414, participants may unwind automatic contributions (without regard to whether they are made under an ACT safe harbor plan) within the first three months after enrollment and elect to receive a corrective distribution from the plan of up to $500 (plus earnings). 

Effective Date

· For 401(k) plans, the effective date of this section would be play years beginning after 12/31/2005. 

Savers Credit

Sec. 102: The bill would amend IRC §25B to extend the Saver’s Credit to 2010. The bill would also expand the Savers Credit. 

Specifics: 
Income Eligibility
· Income eligibility for a 20% credit would be expanded so that joint returns with adjusted gross income  (AGI) between $30,000 and $40,000, head of household returns with AGI between $22,500 and $30,000, and single returns with AGI between $15,000 and $20,000 would be eligible. 

Cost of Living Adjustments

· For years beginning after December 31, 2008, income brackets used to determine the credit rate would be adjusted to take into account changes in the cost-of-living. After each adjustment, each income reference would be rounded to the nearest multiple of $1,000. 

Effective Date

· Taxable years beginning after 12/31/2006

Flexible Spending Account (FSA) Transfers

Sec. 103: Under the bill, IRC §125 would be amended to provide that an employer’s health FSA could permit up to $500 in amounts available but not used for medical expenses to be contributed to a section 401(k) plan, section 403(b) plan, governmental section 457(b) plan, or IRA. Any such contributions to a retirement plan or IRA would be subject to the rules otherwise applicable to contributions (e.g., contribution limits, discrimination tests, and income tax treatment applicable to contributions.) The proposal would apply to years beginning after December 31, 2005. 
Direct Payments of Tax Refunds to IRAs

Sec. 104: IRC §219(f) would be amended to provide for direct payment of tax refunds to individual retirement plans.  The Secretary of the Treasury would be directed to prescribe rules permitting individuals to elect to have all or a portion of their tax refund paid directly to an IRA (either a traditional deductible IRA or a Roth IRA). The bill also clarifies that if a tax return is filed by the due date for the return (without regard to extensions), the payment of any refund with respect to that return to an IRA may relate to the year to which the refund relates. 
Title II – Facilitating Guaranteed Income for Life

Annuity Payments

Sec. 201: IRC §402 would be amended to provide that a portion of any otherwise taxable distribution received from a qualified defined contribution plan, a section 403(b) plan, a governmental section 457(b) plan, or an IRA in the form of life (or joint and survivor life) annuity payments would be excludable from gross income. 

Specifics:


Amounts

· The amount that would be excludable from income would be 10% of otherwise taxable annuity payments up to $21,000 (indexed) per year (i.e., a maximum annual excludable amount of $2,100 (indexed)).
Recapture Tax
· If a distribution begins as a life annuity, but is subsequently converted to a non-life annuity form, any prior tax benefits under the proposed rule would be recaptured (with interest). 
Commercial Annuity Contracts
· The life (or joint and survivor life) annuity payments must be made under a commercial annuity contract. Such payments may be made directly to the participant or may be made to the plan or IRA if the plan or IRA pays the participant within a reasonable period after receipt by the plan or IRA. 
Effective Date
· The proposal would apply to distributions made after December 31, 2005. 
Sec. 202:  IRC §72(b) would be amended to provide that portion of any otherwise taxable distribution received from a nonqualified annuity in the form of life (or joint and survivor life) annuity payments would be excludable from gross income.  Nonqualified annuity contracts are purchased with after tax dollars and are not deductible under current law, but earnings and appreciation are not included in income until paid or made available.  

Specifics: 


Amounts

· The amount that would be excluded from income would be 50% of otherwise taxable annuity payments, subject to a cap on the excludable amount of $20,000 (indexed) per year. 

Recapture Tax 

· If a distribution begins as a life annuity, but is subsequently converted to a non-life annuity form, any prior tax benefits under the proposed rule would be recaptured (with interest). Under the bill, rules similar to those for life annuity payments from annuity contracts would also apply to payments of life insurance death benefit proceeds made in the form of a series of lifetime payments over the life of the beneficiary of the life insurance contract or the joint and survivor lives of the beneficiaries. 
Effective Date

· The proposal would apply to amounts received in calendar years beginning after the date of enactment. 
Sec. 203: ERISA §404(c) would be amended to provide that, in the case of an individual account plan that makes a transfer under §401(a)(31)(A) (regarding automatic rollovers) to a IRA or makes a distribution to a participant of an annuity contract, the designation of the IRA or annuity contract will not be considered a fiduciary act if the participant elected the transfer and was given an opportunity to designate any other IRA or annuity contract. 

Sec. 204: IRC §402(e)(4)(D) would be amended to add language omitted from the Small Business Job Protection Act of 1996 conforming amended providing that a distribution of an annuity contract from a retirement plan may be all or part of a lump sum distribution. 


TITLE III – Simplification and Equity 

Sec. 301 - Deals with Indian Tribal Governments.

Excess Contributions

Sec. 302 – IRC §4979 would be amended to provide that the excise tax on failure to distribute excess contributions under sections 401(k) and 401(m) would not apply if distribution of such contributions (and related earnings) occurs within six months after the end of the plan year. In addition, only earnings attributable to such excess contributions through the end of the related plan year would need to be calculated and distributed. All corrective distributions would be includible in income in the year distributed. The amendment would be effective for plan years beginning after December 31, 2005. 
Fiduciary Relief in Connection with Change in Investment Options

Sec. 303 – ERISA §404(c) would be amended to provide that, in the case of a change in investment options under an individual account plan, a participant or beneficiary shall be deemed to have exercised control over the assets in his or her account if, after reasonable notice of the change the applicable plan fiduciary transfers assets from the investment options being eliminated to other prudent options in accordance with certain rules. 

Specifics: 

· Participants must be given reasonable advance notice of the change in the available investment options.

· If the participant elects an alternative available investment, the plan must transfer the elected amount to that alternative investment and otherwise comply with ERISA section 404(c). 
· If the plan otherwise complies with ERISA section 404(c) and a participant does not make an election, the assets in the participant’s account that were invested in the option being eliminated must be transferred, in accordance with the notice given to the participant, to a plan option with reasonably comparable risk and return characteristics. 
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