12/24/2008
To: Jean Spring

From: Rebecca Davis

Re: Suspension of benefits past NRA and age 70 ½ 

Questions Presented
Was Mr. Barrington entitled to benefits at age 65 while he continued working? 

· Mr. Barrington was not entitled to normal retirement benefits at age 65 while he continued to work for the sponsoring employer because his benefits were lawfully suspended under the terms of the Plan and in compliance with ERISA, IRC and corresponding regulations.
Was Mr. Barrington entitled to benefits on the April 1 of the calendar year following the calendar year in which he attained age 70 ½ while he continued working?
· Mr. Barrington was not entitled under the terms of the plan (which was in compliance with the IRC, ERISA and corresponding regulations) to receive benefits until he actually retired from employment with the plan sponsor even though his last day of work fell after the April 1 of the calendar year following the calendar year in which he attained age 70 ½.
Was the Plan correct in calculating Mr. Barrington’s benefits by giving him the actuarial adjustment on his accrued benefit as of April 1, 2006 without regard to additional benefit accruals between April 1, 2006 and December 31, 2006?
· The Plan incorrectly calculated Mr. Barrington’s benefits by failing to include additional benefit accruals earned after April 1, 2006 in addition to the actuarially adjusted benefit accrued through April 1, 2006 in violation of IRC, ERISA and corresponding regulations.
Benefit distribution rules
When must a plan begin paying benefit distributions?
The Phytochemics Hourly-Rate Employees Pension Plan (Plan) is a tax qualified defined benefit plan and as such must comply with the Internal Revenue Code (IRC) to maintain its tax-qualified status.  The IRC requires that unless a participant otherwise elects, a qualified plan must begin paying benefits no later than the 60th day after the close of the plan year in which the last of the following occurs, (A) the participant attains age 65 or Normal Retirement Age under the plan, or (B) the participant’s 10th anniversary of participation in the plan, or (C) the Participant terminated service with the employer.
  In simple terms a plan is not required to pay retirement benefits to a worker who has reached age 65 or normal retirement age under the plan if that worker continues working past normal retirement age for the employer sponsoring the plan.  

The terms of the Plan are in compliance with the IRC by providing that the Plan will pay normal retirement benefits to participants who reach age 65 and separate from service.
 Mr. Barrington reached age 65 on July 10, 1999 but continued working for Phytochemics until December 31, 2006.  Thus, Mr. Barrington was not entitled to begin receiving pension benefits at age 65 because he was not yet separated from service.
What is latest a participant is entitled to begin taking pension distributions?

The IRC requires that a qualified plan must begin distributions of a life annuity starting no later than the “required beginning date.”
  The required beginning date is defined as, “April 1 of the calendar year following the later of (I) the calendar year in which the employee attains age 70 ½, or (II) the calendar year in which the employee retires.”
  The Plan provides that, “An employee attaining age 70 ½ on or after January 1, 1999 will not commence monthly receipt of accrued benefits under this Plan until such employee actually retires.”
  Mr. Barrington was born on October 10, 1937 and attained age 70 ½ on January 10, 2005 but he continued to work and finally retired from employment with Phytochemics on December 31, 2006.  Therefore his required beginning date was April 1, 2007, and by law his pension benefits must have commenced no later than that date.  Mr. Barrington began taking pension distributions in January 2007 before his required beginning date of April 1, 2007, and in compliance with the Plan’s rules allowing for distributions once the employee actually retires.
Exception to the required beginning date rule for 5 percent owners
Mr. Barrington suggests that because he was paid a salary over $90,000 annually that he may fall under an exception in the statute that requires plans to pay benefits in some cases where the participant is still working for the employer sponsoring the plan.  The IRC provides an exception to the required beginning date rule for 5 percent owners of the sponsoring employer.
  For such owners, the required beginning date is the April 1 of the calendar year following the calendar year in which the employee attained age 70 ½ regardless of whether the employee is still employed at that time.
  The Plan provides that, “a 5% owner will commence monthly accrued benefits under this Plan beginning April 1 of the calendar year immediately following the year the employee attains 70 ½.”
  Neither the statute nor the Plan requires that employees compensated above a certain amount must receive benefits while still working.  Therefore unless Mr. Barrington owns at least 5 percent of the value of Phytochemics’s outstanding stock, his required beginning date is unchanged by the 5 percent owner exception. 
Anti-cutback rule and related issues
Permissible Elimination of the age 70 ½ distribution option

Mr. Barrington objects to the Plan’s refusal to pay him a benefit once he reached age 70 1/2 but before he separated from service.  Under prior versions of the Plan, participants attaining age 70 ½ were entitled to receive benefits regardless of their employment status.
  The Plan changed its rules so that participants attaining age 70 ½ after January 1, 1999 (in the 2003 Plan document) would not be able to collect benefits until actually retiring.  Mr. Barrington argues that the amendment changing the Plan’s distribution rules violates the anti-cutback rule
 of ERISA and IRC as interpreted by the Supreme Court case Central Laborers’ v. Heinz.

The Small Business Job Protection Act of 1996 (SBJPA) changed the definition of “required beginning date.”
  Prior to the SBJPA, the required beginning date was defined as the April 1 of the calendar year following the calendar year in which the participant attains age 70 1/2, with no exception for participants still working for the plan sponsor.  SBJPA added the exception allowing plans to wait until the employee separated from service regardless of the employee’s age.  The relevant SBJPA provision was effective for years beginning after December 31, 1996.

The anti-cutback rule
The anti-cutback rule of the IRC provides generally that a participant’s accrued benefit may not be decreased by an amendment of the plan.
  A plan amendment that eliminates an optional form of benefit will violate the rule to the extent the amendment applies to benefits accrued as of the adoption or effective date of the plan amendment.
  However, the anti-cutback rule also authorizes the Treasury Secretary to issue regulations providing exceptions to the anti-cutback rule so that the rule will not apply to a plan amendment eliminating an optional form of benefit.
  

An optional form of benefit is defined as, “a distribution alternative (including the normal form of benefit) that is available under the plan with respect to an accrued benefit or a distribution alternative with respect to a retirement-type benefit.”
  The option to begin collecting benefits while still working after age 70 ½ was protected by the anti-cutback rule and could only be eliminated by a regulation issued by the Treasury Secretary under the authority granted to the Secretary by the IRC.
 

Pursuant to its authority under the anti-cutback rule
 and in response to the SBJPA, the Treasury issued regulations allowing plans to eliminate the optional form of benefit for in-service distributions post age 70 ½, provided the plan follow certain requirements with respect to the timing of the effective date of the amendment.
  In order for the plan to lawfully eliminate the option, the plan must have adopted the amendment no later than, the last day of the first plan year beginning on or after January 1, 2000.
  Furthermore the regulation provides that in order to protect employees at or near age 70 ½ the Plan amendment is limited to employees who attain age 70 ½ after 1998.
The 1996 Plan document provides that employees attaining age 70 ½ on or after January 1, 1997 would not commence benefit distributions until the employee actually retired.
  This amendment was adopted by the Plan prior to the regulations and as such did not fully comply with the regulation’s timing requirements because it was effective for employees reaching age 70 ½ in years prior to 1998.  However the Plan was apparently amended again and the 2003 Plan now provides that the amendment is effective only for employees attaining age 70 ½ on or after January 1, 1999.
   Mr. Barrington attained age 70 ½ on January 10, 2005, well after the effective date of the amendment.  Therefore the Plan’s amendment was effective at the time he reached age 70 ½ so that he could not commence benefit distributions until he actually retired from service with the plan sponsor.
Does Central Laborers’ v. Heinz require a change from the above interpretation?

In Central Laborers v. Heinz (541 U.S. 739) a pension plan participant (Heinz) took an unreduced early retirement benefit from his job in the construction industry and then proceeded to work as a supervisor also in the construction industry.  At the time Heinz retired, in 1996 the plan contained a rule that allowing it to suspend pension benefit payments to a retiree employed in the construction industry, but the suspension rule specifically permitted retirees to work as construction supervisors while collecting early retirement benefits.  In 1998 Laborers amended the plan so that any work, including supervisory work in the construction industry would trigger a suspension of retirement benefits.  The plan then suspended Mr. Heinz’ benefits and he in turn sued the pension fund arguing that the amendment violated the IRC’s anti-cutback rule.
The Supreme Court held that the 1998 plan amendment violated the anti-cutback rule because it had the effect of eliminating an early retirement benefit that was earned by service before the amendment was passed.
  Per the holding no plan may adopt an amendment reducing accrued early retirement benefits and future plan amendments may only apply to future benefit accruals.  In Heinz the court dealt with subsidized early retirement benefits rather than the elimination of an optional form of benefit as in Mr. Barrington’s case and the statute accordingly treats the two benefits differently.  The anti-cutback rule specifically makes a distinction between early retirement benefits and optional forms of benefit because it allows the Treasury to issue regulations allowing plans to adopt amendments eliminating optional forms of benefit.
  Because Heinz speaks only to the limited issue of reduction of subsidized early retirement benefits, it does not apply to Mr. Barrington’s situation, and nothing in Heinz alters the plan’s ability to eliminate an optional form of benefit per a Treasury regulation.

The benefit calculation

In the Plan’s communication titled “Disposition of Pension Committee: Re: Richard Barrington”, Mr. Barrington’s final benefit calculation is explained:
“Mr. Barrington retired January 1, 2007, so the accrued benefit as of April 1, 2006 was actuarially increased through December 31, 2006.  For purposes of determining the actuarially increased value the basic benefit rate is not increased, nor is credited service.  This number is compared to the accrued benefit determined as of December 31, 2006 using current benefit rates and credited service.  The monthly benefit is the larger of these two amounts, which is then reduced for the cost of the surviving spouse option.”(emphasis added)
The Plan followed its policy by first calculating Mr. Barrington’s benefit as of April 1, 2006 as $2,059.42 ($50.6 basic benefit rate * 40.7 credited service as of 4/1/2006) and then the Plan actuarially multiplied the amount by an actuarial factor of 1.0853, resulting in a calculation of $2,235.09.  The Plan compared the actuarially increased April 1, 2006 benefit of $2,235.09 with Mr. Barrington’s accrued benefit through December 31, 2006 of $2,138.31 ($51.65 basic benefit rate * 41.4 credited service).  The Plan then gave Mr. Barrington the larger of the two amounts which was the actuarially increased April 1, 2006 amount that did not include Mr. Barrington’s additional benefit accruals after that date.
Prohibition on reduction of accruals because of attainment of age

ERISA prohibits a pension plan from stopping or reducing an employee’s benefit accrual because of the attainment of any age.
  The 2003 Plan document complies with ERISA providing that reemployed employees who have their benefits suspended during periods of reemployment will continue to accrue additional credited service for the time worked.
 Here the Plan has calculated a monthly benefit based on Mr. Barrington’s accrued benefit as of April 1, 2006 actuarially adjusted to account for lost income, and while the amount is larger than Mr. Barrington’s accrued benefit through his final day of service, the benefit did not include an additional nine months of service and $1.05 increase in the basic benefit rate.  Nevertheless the ultimate benefit paid is larger than his final accrued benefit without any actuarial adjustment, therefore the rules governing actuarial adjustment of benefits commencing past age 70 ½ must be examined.
Actuarial Increase

Mr. Barrington has argued that he is entitled to an actuarial adjustment on all accrued benefits for lost earnings starting at his 65th birthday through January 1, 2007 when he retired from employment.  The statute divides the period after age 65 into two periods; the time after age 65, and the time after the April 1 following the calendar year in which the worker reaches age 70 ½.  Different rules apply depending on the age of the worker, and therefore discussion of both periods of time is warranted. 
Age 65 to April 1 following attainment of age 70 ½ 
ERISA allows qualified plans to permit forfeiture of benefits in certain circumstances.  Specifically it provides that the right to accrued benefits derived from employer contributions shall not be treated as forfeitable solely because the plan provides that those benefits are “suspended” for a period where the participant remains employed by the employer sponsoring the plan.
  The Plan contains a suspension of benefits provision providing that so long as the employee works for the company beyond age 65, benefits will be suspended and the plan will notify the participant of the suspension.
  If Mr. Barrington was properly notified that his benefits were suspended, then the Plan was not required to actuarially adjust any benefits not paid during the suspension period which started at age 65 and continued to the April 1 of the calendar year following the calendar year in which Mr. Barrington attained age 70 ½.
  Mr. Barrington was working for the sponsoring employer and therefore his work was covered by the suspension rule of the plan and ERISA.  Provided he was properly notified of the suspension, the Plan was permitted to suspend his benefit payments until he actually retired, and the Plan was not required to provide an actuarial adjustment for benefits not paid during the suspension period   
A suspension of benefits is a permissible action, but because it can significantly affect a participant’s expected benefits; the labor regulations require that plans properly notify participants of the suspension.  Plans must notify employees by either personal delivery or first class mail during the calendar month or payroll period in which the plan withholds payments of the suspension.  The Plan must also notify participants of the procedures for seeking a review of the plan’s decision.  If the Plan’s Summary Plan Description (SPD) contains the required information, then the plan must still notify the participant of the suspension, but may refer the participant to the SPD for additional information provided the employee is informed of how to obtain a copy of the SPD.
  Mr. Barrington turned 65 on July 10, 1999 and so the Plan should have notified him in approximately August of 1999 in order to avoid crediting him with an actuarial adjustment for any benefits not paid during the suspension period.  If the Plan did not properly notify Mr. Barrington that his benefits were suspended, then he would have suffered an unlawful forfeiture and the Plan would be required to remedy the forfeiture by crediting Mr. Barrington with an actuarial adjustment for all benefits not paid after he attained age 65 until he actually retired and began collecting benefits.
April 1 following the attainment of age 70 ½ until actual retirement
Without regard to the suspension of benefits rules, the IRC requires that for participants who retire after the calendar year in which they attain age 70 ½, the accrued benefit shall be actuarially increased to take into account the period after age 70 ½ in which the employee was not receiving any benefits.
  The allowance for plans to disregard any actuarial adjustment for delay in collecting retirement if the worker works past normal retirement age stops when the employee reaches the April 1 of the calendar year following the calendar year in which the employee reaches age 70 ½.  The reason for this is that the IRC requires that pension benefits must be paid no later than a certain date to ensure that these benefits are paid out to the pension earner and not sheltered from taxes in perpetuity.  However there is an exception to the rule for people still working in order to ease the administrative burdens associated with paying a pension to a worker while that worker continues to earn a benefit.  And so all plans regardless of suspension of benefits rules and notifications sent to plan participants, must actuarially adjust to account for any benefits not paid after the April 1 following the calendar year in which the participant reaches age 70 ½.  Mr. Barrington attained age 70 ½ on January 10, 2005 and so any benefits he would have received after April 1, 2006, had he not been employed must be actuarially adjusted.

Amount of the actuarial increase
Treasury regulations require that the actuarial increase must be no less than
(1) the actuarial equivalent of the employee's retirement benefits that would have been payable as of the date the actuarial increase must commence;
(2) plus the actuarial equivalent of any additional benefits accrued after that date;

(3) reduced by the actuarial equivalent of any distributions made with respect to the employee's retirement benefits after that date.

As established above the date that the actuarial increase must have commenced for Mr. Barrington was April 1, 2006 at which time his accrued benefit was $2,059.42 ($50.6 basic benefit rate * 40.7 credited service), and the actuarial equivalent of the benefit on December 31, 2006 was $2,235.09 ($2,059.42 * 1.0853 actuarial factor).  Mr. Barrington’s accrued benefits as of December 31, 2006 was $2,138.31 ($51.65 basic benefit rate * 41.4 credited service).  The difference between his accrued benefit on December 31, 2006 and April 1, 2006 is $78.89 ($2,138.31 - $2,059.42) which amounts to the additional benefits accrued after April 1, 2006.  The actuarial equivalent of the post-April 1, 2006 accrued benefits is $85.62 ($78.89 * 1.0853 actuarial factor).  There were no distributions made to Mr. Barrington before he retired on December 31, 2006.  Therefore Mr. Barrington’s final actuarially adjusted monthly retirement benefit should be $2,320.71 ($2,235.09 + $85.62), rather than the $2,235.09 he currently receives.
The current benefit the Plan pays violates the IRC and ERISA because it fails to credit Mr. Barrington with all his benefit accruals up to the day he retired as well as proper actuarial adjustment of those benefits.
� IRC §401(a)(14)


� IRC §401(a)(14) , and Art. II Sec. I, p. 4, (“Any employee who elects to continue to work full time for the Corporation beyond age 65 will be notified that while such employee has entitlement to a normal retirement benefit at age 65, such benefit is suspended and will not be paid while such employee works for the Corporation beyond age 65.”)


� IRC §401(a)(9)(A) “A trust shall not constitute a qualified trust under this subsection unless the plan provides that the entire interest of each employee-


	(i) will be distributed to such employee not later than the required beginning date, or


(ii) will be distributed, beginning not later than the required beginning date, in accordance with regulations, over the life of such employee or over the lives of such employee and a designated beneficiary.” Emphasis added


� IRC §401(a)(9)(C),  See Also, Treas. Reg. 1.401(a)(9)-2 A-2 Clarifying that the required beginning date is the April 1 of the calendar year following the later of the calendar year in which the employee attains age 70 ½ or the calendar year in which the employee retires from employment with the employer maintaining the plan. (emphasis added)


� 2003 Plan document Art. VII, 1(e)(ii), p. 61


� IRC §401(a)(9)(C)(ii)(I)


� IRC §401(a)(9)(C)(ii)(I)


� 2003 Plan document Art. VII, 1(e)(ii), p. 61


� Art. VII, 1(5)(e)(ii)- 2003 Plan document


� IRC §411(d)(6) and ERISA §204(g)


� 541 U.S. 739


� Public Law 104-188, section 1404 (amended IRC §401(a)(9)(C))


� Public Law 104-188, section 1404


� IRC §411(d)(6)


� IRC 411(d)(6)(B), “The Secretary shall by regulations provide that this subparagraph shall not apply to any plan amendment which reduces or eliminates benefits or subsidies which create significant burdens or complexities for the plan and plan participants, unless such amendment adversely affects the rights of any participant in a more than de minimis manner. The Secretary may by regulations provide that this subparagraph shall not apply to a plan amendment described in clause (ii) (other than a plan amendment having an effect described in clause (i)).”


� IRC §411(d)(6)(B)


� Treas. Reg. § 1.411(d)-3(q)(6)(ii)


� IRC §411(d)(6)(B)


� IRC §411(d)(6)(B)


� Treas. Reg. §1.411(d)-4 (A-10)


� Treas. Reg. 1.411(d)-4 (A-10)(b)(3), providing the plan must be amended no later than, (i) the last day of the remedial amendment period that applies to the plan for changes under the Small Business Job Protection Act of 1996; or (ii) Solely in the case of a plan maintained pursuant to a collective bargaining agreement ratified before September 3, 1998, the last day of the twelfth month beginning after the date on which the last of such collective bargaining agreements terminates, if later than the remedial amendment period.; The “remedial amendment period” was defined in a series of Revenue Procedures issued by the Treasury Department, Rev. Proc. 97-41, 99-23.


� Art. VII, 1(e)(ii)- 1999 Plan document p. 56


� The 2003 Plan contains the plan amendment, but for the amendment to be lawful, it must have been effective prior to January 1, 2000 per the remedial amendment period.  However since the amendment in the 2003 plan document applies to those reaching 70 ½ after January 1, 1999, an amendment must have been adopted prior to January 1, 1999.


� 541 U.S. 739


� §411(d)(6)(B)


� ERISA §204(b)(1)(H)(i), “Notwithstanding the preceding subparagraphs, a defined benefit plan shall be treated as not satisfying the requirements of this paragraph if, under the plan, an employee's benefit accrual is ceased, or the rate of an employee's benefit accrual is reduced, because of the attainment of any age.”


� Art. VII Sec. 1(b), p. 56


� ERISA §203(a)(3)(B)(i), See Also 29 CFR §2530.203-3(c)(1) definition of 203(a)(3)(B) service


� Art. II Sec. 1, p. 4 (“Any employee who elects to continue to work full time for the corporation beyond age 65 will be notified that, while such employee has entitlement to a normal retirement benefit at age 65, such benefit is suspended and will not be paid while such employee works for the Corporation beyond age 65.”)


� Treas. Reg. §1.401(a)(9)-6 (A-9), (“no actuarial adjustment is required to reflect the period during which a benefit is suspended as permitted under section 203(a)(3)(B) of ERISA.”)


� 29 CFR §2530.203-3(a)(4)


� IRC §401(a)(9)(C)(iii), (“In the case of an employee to whom clause (i)(II) applies who retires in a calendar year after the calendar year in which the employee attains age 70 ½, the employee’s accrued benefit shall be actuarially increased to take into account the period after age 70 ½ in which the employee was not receiving any benefits under the plan.”)


� Art. VII 1(e)(ii), p. 61 says that an employee attaining age 70 ½ on or after January 1, 1999 will not commence monthly receipt of accrued benefits under this plan until such employee actually retires.  At the time of such employee’s retirement under the plan, the employee’s accrued benefit at age 70 ½ under the plan will be actuarially increased to take into account the period after age 70 ½ in which such employee was not receiving benefits under the plan.


� 26 CFR §1.401(a)(9)-6 (A-8)





