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February 9, 2007

The Honorable Jim McCrery
House Committee on Ways & Means
2104 Rayburn House Office Building
Washington, DC 20515-1804

Dear Congressman McCrery:

I am writing to you to express our deep concerns with several revenue raisers that
were included in the Senate passed version of H.R. 2, the Fair Minimum Wage Act of 2007.
We strongly urge you to reject these provisions and not include them in any Ways & Means
legislation.

The deferred compensation provision contained in the Senate bill goes far beyond its
stated objective. The Senate Finance Committee Report indicates that the deferred
compensation provision is intended to target “the large amount of executive compensation”
provided by arrangements that “allow executives to choose the amount of income . . . they
wish to defer” “in order to avoid the payment of income taxes.” The provision, however,
would curtail the compensation and benefits of far more employees than the executives
referred to in the Finance Committee report. Specifically, the deferred compensation

provision would --
1) Apply to all employees, not just to executives;

2) Apply to nonelective plans -- plans that provide deferred compensation
automatically, without allowing the employees covered by the plan to elect how
much they will defer -- not just to elective plans;

3) Restrict the deferred compensation that an employee may earn in a year to an
amount equal to the lesser of (1) $ 1 million or (2) the employee’s average annual
pay over a five-year base period -- a limit that is far less than $ 1 million for the
vast majority of employees;

4) Treat as additional deferred compensation any earnings that are credited in a
given year on an employee’s post-2006 deferred compensation, so that such
earnings (1) are subject to the bill’s limit on the amount of deferred
compensation for that year and (2) reduce -- possibly to zero -- the limit on any
other deferred compensation that the employee may earn in the same year;

5) Impose an annual limit on the aggregate of all of the benefits that an employee
may earn under all of the employer’s deferred compensation plans; and



6) Apply to every employee who participates in a plan that is treated as a deferred
compensation plan by the Tax Code -- regardless of whether the employee elected to
participate in the plan, regardless of whether the employee had any influence over the
amount of the deferred compensation that he or she is credited with under the plan, and
regardless of the employee’s motive or intent.

Contrary to the impression that the Finance Committee report creates, many of the deferred
compensation plans that will be affected by the deferred compensation provision, if it is enacted, do
not give employees the option to defer part of their current pay. A great many of the deferred
compensation plans sponsored by major employers are benefit restoration plans that are designed to
provide pension benefits that the employer considers appropriate and would have provided through its
tax-advantaged pension plan if it were not for the limits that the Tax Code imposes on tax-advantaged
plans. Benefit restoration plans are not optional plans that employees use for tax avoidance purposes.
Eligible employees earn benefits under these plans automatically and pay income tax on the benefits
they receive when they receive them.

Congress has limited the benefits that tax-advantaged plans may provide because of the tax
benefits that those plans receive. In general, a tax-advantaged plan’s investment income is exempt
from income tax; the employees who participate in the plan are not taxed on their benefits until they
actually receive them (and even then, participants can further defer the tax on some distributions by
rolling them over into an IRA or into another tax-advantaged plan); and within limits, the employer
can currently deduct its contributions to the plan -- even though plan participants are not taxed on the
employer’s contributions to the plan, and are not taxed until the plan distributes benefits to them --
often many years after the employer funded those benefits. Deferred compensation plans do not
receive any of these tax benefits and, as a result, are not subject to the restrictions that apply to tax-
advantaged plans.

The limits that the Tax Code imposes on tax-advantaged plans apply to such aspects of the
plan as benefits, contributions, and the employee compensation on which plan benefits and plan
contributions are based. These limits are designed to restrict the tax benefits that tax-advantaged
plans receive and to assure that tax-advantaged plans provide benefits that do not favor highly
compensated employees.

In many cases, however, the Tax Code limits have been imposed, or have been frozen or
reduced, in order to achieve federal budgetary objectives, rather than retirement-income objectives.
In consequence, the Tax Code limits have not kept up with inflation and have prevented tax-
advantaged plans from providing an increasing percentage of the benefits that they would otherwise
provide to a growing number of mid-level employees. Employers have established benefit restoration
plans and other nonelective deferred compensation plans to provide affected employees with the
benefits that the Tax Code prevents a tax-advantaged plan from providing.

If enacted, the Senate bill’s deferred compensation provision will needlessly harm mid-level
employees and raise a host of practical problems, including the following:

e If the value of an employee’s deferred compensation benefit takes into account the value
of an early retirement subsidy, the annual limit could harm many mid-level employees in
the year when the value of their benefit restoration plan benefits “spike” as a result of the
employee’s entitlement to subsidized early retirement benefits. (The bill does not make
clear whether the value of the subsidy can be ignored in a year if the employee does not
actually retire in that year.)



e The annual limit would likely cause mid-level employees who participate in an early
retirement window program to exceed the annual limit where a benefit restoration plan
provides some or all of the window benefits.

e The annual limit also could cause mid-level employees to exceed the annual limit when
they are laid off and become entitled to severance benefits that the Tax Code treats as
deferred compensation.

e The compensation-based prong of the annual limit on deferred compensation would have
a disproportionately severe effect on the benefits of mid-level employees whose annual
compensation declines (and for whom the annual limit therefore declines) as a result of
shifting to a part-time or seasonal position or participating in a phased retirement
program.

e The annual limit would have a disproportionately severe effect on loyal, long-service
employees who, by reason of their long service with their employer, have accumulated
significant deferred compensation benefits that could be credited with substantial
investment earnings in a single year.

o The treatment of investment earnings as additional deferred compensation could cause a
mid-level employee to exhaust the annual limit on deferrals solely as a result of
investment performance equaling or exceeding the annual limit for the year, and could
thereby prevent the employee from accruing any other deferred compensation in that
year.

e The treatment of investment earnings as additional deferred compensation also would
make it impossible for an employee to engage in reliable advance planning designed to
avoid exceeding the annual limit. For example, where the earnings that are credited on
deferred compensation are tied to the performance of an equity security or an equity
index, the earnings (and therefore the employee’s deferrals) for the year could not be
known until the last day of the year.

e The treatment of investment earnings as additional deferred compensation would
perversely penalize employees for making successful investment decisions.

e Because the annual limit on deferrals appears to apply to foreign, as well to U.S.,
deferred compensation plans, a U.S. citizen who participates in both U.S. and foreign
deferred compensation plans could be taxed on the deferred compensation under the U.S.
plan as a result of being pushed over the limit on deferrals by the benefits that he or she
accrues under the foreign plan.

e The compensation prong of the annual limit could stop outside directors from engaging in
the benign practice of accepting deferred stock units instead of current directors’ fees.

e Ifaretiree is credited with additional deferred compensation in a year in which he or
she receives no current pay, the retiree would appear to exceed the annual limit for that
year (zero).

The Senate passed version of H.R. 2 would also expand the limit that Section 162(m) of the
Tax Code imposes on the deductibility of the compensation that a public company pays to certain
current officers. The provision would make the Section 162(m) limit applicable to compensation that



the company pays to individuals who were covered by the deduction limit in any prior taxable year
beginning after December 31, 2006.

The Section 162(m) limit does not currently apply to compensation paid to former
employees. If Section 162(m) is amended, in accordance with the bill, to apply to payments made
after 2006 to former employees who were covered by Section 162(m) at any time after 2006, the limit
would apply to payments that employers and employees deliberately deferred in the past in order to
assure that, in accordance with the law then in effect, Section 162(m) would not prevent the employer
from deducting the payments.

Finally, he Senate bill contains a provision that would impose a “mark-to-market” regime on
certain U.S. citizens who relinquish their U.S. citizenship and certain long-term U.S. residents who
terminate their U.S. residency. In general terms, the bill would tax these individuals on the net
unrealized gain in their property as if the property had been sold for its current fair market value.
Subject to certain exceptions, the bill treats an interest in a Section 401(a) plan, a deferred
compensation plan, or an IRA as property for purposes of this “deemed sale” rule.

The provision also includes a special rule for certain retirement plans, including Section
401(a) plans and certain foreign retirement plans. Under the special rule, instead of being subject to
the “deemed sale” rule, the individual would be treated as having received an amount equal to the
present value of the individual’s vested accrued benefit on the day before he or she relinquishes U.S.
citizenship or terminates residency in the U.S. If the plan later makes a distribution to the individual,
the amount otherwise includible in the individual’s gross income as a result of that distribution would
be reduced to reflect the amount previously included in the individual’s gross income.

A covered expatriate also would be allowed to make an irrevocable election to continue to be
taxed as a U.S. citizen with respect to all property otherwise covered by the expatriation tax. If he or
she makes this election, the individual would be required to continue to pay U.S. income tax on the
income produced by the property, the individual would be required to post collateral to ensure
payment of the tax, and the amount of the “mark-to-market” tax that otherwise would have been due
(but for this election) would become a lien in favor the U.S. on all of the individual’s U.S. property.

Thank you in advance for considering our views.

Sincerely,

Rosemary Becchi, Vice President
The ERISA Industry Committee



