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ERIC SUMMARY OF RETIREMENT SAVINGS RECOMMENDATIONS MADE PART OF THE FINAL REPORT OF THE PRESIDENT’S ADVISORY TAX PANEL ON FEDERAL TAX REFORM

On November 1, 2005, the President’s Advisory Panel on Federal Tax Reform (the “Reform Panel”) issued its final report on options to reform the federal income tax code. The Reform Panel recommended two plans, labeled the Simplified Income Tax Plan and the Growth and Investment Tax Plan, both of which are designed to streamline the income tax system for businesses and individuals. The Reform Panel also developed and considered a progressive consumption tax plan, but was unable to reach a consensus to include it as a recommendation. 

The Simplified Income Tax Plan and the Growth and Investment Tax Plan contain similar proposals regarding retirement savings. This summary details those proposals. 

Overview

The Reform Panel’s savings proposals combine a number of the tax code’s savings incentives into three types of tax-favored savings plans: (1) Save at Work plans; (2) Save for Retirement accounts; and (3) Save for Family accounts. The plans are designed to help taxpayers make investment decisions based on their preferred investment strategy rather than the effects that certain tax-preferred investment vehicles have on their tax liability. 

The Reform Panel has also recommended a refundable Saver’s Credit. 

Save at Work Accounts

The Simplified Income Tax Plan and the Growth and Investment Tax Plan would replace many of the tax rules regarding saving for retirement, education, and healthcare.  401(k) plans, SIMPLE 401(k) plans, thrift plans, 403(b) plans, governmental 457(b) plans, SARSEPs and SIMPLE IRAs would be combined into a single type of plan that could be established by any employer and offered to employers through tax-free Save at Work accounts. Save at Work plans would follow the existing contribution limits and rules for 401(k) plans, but the qualification rules would be simplified. A single nondiscrimination test would be used to ensure that employee contributions were not skewed toward highly compensated employees. In the alternative, employers could opt for a “safe harbor” level contribution for all plan participants. 

Unlike the Save at Work accounts recommended under the Simplified Income Tax Plan, the Save at Work accounts under the Growth and Investment Tax Plan would be “pre-paid,” meaning that contributions to these accounts would be made on an after-tax basis like a Roth IRA.
 

Automated features of Save at Work Accounts

Employees would automatically become participants in their employer’s Save at Work plan unless they actively choose not to participate. The employee contribution percentage would automatically increase over time, either through scheduled periodic increases or increases conditioned on pay raises. Employee contributions would be invested in “balanced, diversified alternatives with low fees, such a broad index or life-cycle funds”, unless the employee elects different investment alternatives. Upon leaving a job, the employee’s account balance would be retained in the existing plan or automatically transferred to a Save at Work account with the new employer or a Save for Retirement account. 

Employees could opt out of the automated savings features at any time. Automated Save at Work plans would be required to provide participants with advance notice and an adequate opportunity to make their own, alternative choices before proceeding with the default option. 

The Reform Panel recommends that current law should be clarified to confirm that federal laws permitting automatic payroll deductions for retirement plans supersede any state laws that might prohibit this practice.  In addition, the Reform Panel recommends that fiduciary liability protection against investment losses would be extended to sponsors of Save at Work plans that incorporate autosave features to the same extent that such liability protection is currently provided under ERISA §404(c). Save at Work plans with automatic savings features would be entitled to discrimination testing that is less stringent than current law. 

Low-income taxpayers would receive a match for retirement savings contributions through a refundable credit. 

Save For Retirement Accounts 

In addition to savings through Save at Work accounts, taxpayers would also be able to put an additional $10,000 (or 100% of earnings, if less) into tax-free Save for Retirement accounts. Save for Retirement accounts would replace existing IRAs, Roth IRAs, Nondeductible IRAs, deferred executive compensation plans, and certain tax-free life insurance and annuity vehicles. Contributions would be made with after-tax dollars and earnings would grow tax-free. 

Save for Retirement accounts are intended to supplement Save at Work accounts. Tax-free distributions could only be made after age 58, or in the event of death or disability.
 Earlier distributions would be treated as taxable income and would be subject to an additional 10% tax. No minimum distribution rules would apply.

Save for Family Accounts
 

Under the Simplified Income Tax Plan and the Growth and Investment Tax Plan, taxpayers would also be able to save through Save for Family accounts that could be used for retirement, health, education and training, or a down payment on a home. Save for Family accounts would allow every taxpayer to save $10,000 each year for these expenditures.  They would replace existing education and medical accounts, including Coverdell Education Savings Accounts, Section 529 Qualified Tuition Plans, Health Savings Accounts, Archer Medical Savings Accounts, and employer-provided Flexible Spending Accounts. In addition, Save for Family accounts could also be used to supplement retirement savings. 

Contributions to the Save for Family accounts would be made on an after-tax basis and earnings would grow tax-free.  Existing education and health savings plans could be converted to Save for Family accounts.  Existing accounts that are not converted could continue, but all new contributions would be made to the Save for Family accounts. 

Taxpayers would be able to withdraw up to $1,00 tax-free each year from Save for Family Accounts. Withdrawals in excess of $1,000 would be subject to a 10% penalty. 
Refundable Saver’s Credit

The Simplified Income Tax Plan and the Growth and Investment Tax Plan would also replace the current law credit with a new refundable Saver’s Credit. The maximum annual contribution eligible for the credit would be $2,000 and the credit rate would be 25%.  According to the Reform Panel, this 25% credit would effectively provide an implicit government match rate of 33%: a $2,000 contribution which reduces the taxpayer’s income tax liability by $500 would result in a net taxpayer contribution of $1,500, but an account balance of $2,000. 

The amount of the new Saver’s Credit would be calculated on a per-person basis. The credit would phase out as taxpayers earn more than $30,000 if married and $15,000 if single, but would be fully refundable. The credit would be completely phased out at income levels of $40,000 for married couples and $25,000 for single taxpayers. Taxpayers would be required to deposit the credit into a restricted Save for Retirement or Save for Family account that would not allow for the annual $1,000 unrestricted withdrawals.  If the taxpayer has not qualified for a match in five years, the funds in the restricted Save for Family account could be transferred to a regular, unrestricted Save for Family account. 

The Reform Panel has recommended that Saver’s Credit assets be ignored for purposes of determining whether the taxpayer is eligible for a means-tested federal assistance program. 
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