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IRS Now Allows Elimination

One problem that plagues many pension plans is the
accumulation of “protected” forms of benefit. These are
often unusual annuity forms-typically inherited from
other plans that have been merged as part of historical
acquisitions-that participants almost never elect but that
have to be kept in the plan because ERISA generally
prohibits the elimination of any form of payment for
benefits that have already accrued.

These protected forms of benefit can cause significant
complications and expense in pension plan administra-
tion, even if retirees rarely elect them. Recognizing this
problem, Congress, as part of the enactment of EGTR-
RA in 2001, directed the IRS to issue regulations allow-
ing the elimination of redundant and unnecessary bene-
fit forms. The IRS has recently released both final and
proposed regulations, which offer plan sponsors an
oPportunity to simplify their defined benefit pension
plans.

Defined contribution plans are generally not affected by
these new regulations. However, other provisions of
EGTRRA, which have already taken affect, allow the
elimination of many formerly protected benefits under
defined contribution plans.

The issuance of the new protected benefit regulations
coincides with the delayed effective date of the relative
value regulations released last year. (To view the July
2004 Management Alert on the relative value regula-
tions, glick herd.) The relative value regulations, which
were originally scheduled to take effect in 2004, require
plan sponsors to disclose the relative actuarial values of
different benefit elections available to retirees. The IRS
postponed the effective date of the regulations (except
with respect to lump sum options and pretirement sur-
vivor annuities) to February 1, 2006, in part because the
protected benefit regulations were pending. Thus, plan
sponsors whose plans contain little-used benefit options
may wish to consider eliminating those options before
finalizing their relative value disclosures.

August 2005

of Optional Pension Forms

Plant Shutdown Benefits - December 31, 2005
Deadline

The regulations generally apply to any amendment
adopted after August 12, 2005 (although there may be
delays in the effective date of certain benefit elimina-
tions that can be as long as four years). There has been
some question whether the rule prohibiting the elimina-
tion of protected benefits applied to plant closing and
other contingent event benefits at all, at least if the
amendment eliminating the benefit was adopted before
the contingent event occurred.

The new regulations clearly provide that contingent
event benefits are a protected form of benefit, but gener-
ally allow employers to eliminate such benefits if the
amendment is adopted by December 31, 2005.
Accordingly, employers who wish to eliminate such
benefits need to analyze their pension plans and prepare
amendments before year end. The regulations have no
extended amendment date for collectively bargained
plans and thus elimination of plant shutdown benefits
may be impractical in union plans.

Benefits that Can Be Eliminated

The regulations permit otherwise protected benefits to
be eliminated in three circumstances:

¢ Redundant Benefits. A benefit form can be elimi-
nated if the plan retains at least one form that is in
the same “benefit family” and is otherwise the same
as the form being eliminated. For example, the reg-
ulations specify that term certain annuities with
guaranteed periods of 10 years or less, or more than
10 years, are two different benefit families.
Therefore, a plan that offered a 10-year certain, 15-
year certain, and 20-year certain annuity could
eliminate either the 15-year or 20-year (but not
both), but could not eliminate the 10-year.
Redundant benefits can generally be eliminated on
90 days notice.
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+ Non-Core Benefits. A plan that offers a selection of “core” benefit
options can eliminate all non-core benefits other than lump sum options
after a four year phase in period. The core benefits are straight life, 10
year certain, and either a joint and 75% or both a joint and 50% and joint
and 100% survivor annuity (for both spouses and nonspouse beneficiar-
ies). Lump sum options generally cannot be eliminated under this rule.
This approach may be useful for companies that frequently merge
acquired plans into their plan. The new regulations may complicate the
due diligence process in acquisitions involving pension plans, by requir-
ing the acquirer to examine the net effect of amendments adopted in prior
years.

+ Low-Value Subsidies. Under this rule, a plan can eliminate early retire-
ment benefits and retirement subsidies (for example, by changing actu-
arial assumptions) if including multiple forms of benefit in the plan can
be shown to be burdensome and complex and the form of benefit being
eliminated has a minimal actuarial value. The first part of the test is
based on facts and circumstances, but the second part will require an
actuarial calculation. This may be particularly useful for plans that are
merged with acquired plans that contain different actuarial reduction fac-
tors for early retirement benefits.

Other Proposed Regulations

In addition to the final regulations summarized above, the IRS has also issued
two proposed regulations dealing with the elimination of optional benefit
forms. The first would permit an option to be eliminated if the option has
been available to at least 100 retirees over a look-back period of at least two
years (or up to 5 years, if needed) but was never elected. However, if the plan
has a lump sum option, retirees who elect the lump sum are not counted
toward the 100 retirees for whom the optional benefit was available, which
could make this test unavailable for most cash balance plans. Hopefully this
aspect of the test will be modified before the regulations are finalized.

The second proposed regulation implements the decision of the Supreme
Court last year in Central Laborers’ Pension Fund v. Heinz. In Heinz the
Court held that a plan amendment that imposed restrictions on the receipt of
a pension - specifically, a provision that suspended pension payments to a re-
employed retiree - violated the rule against the reduction of accrued benefits.
The IRS guidance also permits a plan that had adopted such an amendment
]E)_rigr to the Heinz decision to reverse the amendment without being disquali-
ied.

If you have any questions concerning elimination or reduction of optional
forms of benefit or retirement type subsidies in pension plans, please contact
the Seyfarth Shaw LLP Employee Benefits Group attorney with whom you
work or any Employee Benefits attorney on the website at www.seyfarth.com.
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