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Chairman Zecles

Emile Despres

Attached is a memorandum prepared by Mr, Colomon, at ny
request, on the tax aspects of pemsion trusts end amnuities., Al
though some improvement in the section of the Internal Revenue Code
dealing with pension trusts might be in order, it would appear that
the decisions of the Bureau of Internal Revenue have tended to keep
abuses within reasonably narrow limit, In the case of annuities,
the problem is under active consideration by the Bureau and it is
likely that, here also, the Bureau's powers to prevent abuses will
be reasonably effective.
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May 3, 1941,
Hr. Dsspres Tax uspects of Pension Truais

¥r. Solomon 4 end Anuvuitiesn,

As you requested, eertain tax sspects of pemsicn trusts end
annuity planz are discussed below,.

Pension Trusts Under Section 167

in the typleal pension trust both the employer snd employes
contribute to the trust, If the trust complies with section 168 of
the Internal Revenue Code, 1t i8 not taxed on 1ts inconme.

The employee is& vexed on his cwn contribution in the seme
manper a# if he received the amount 2 sslery and then invested it.
In turm, when he receives payments from the trust he does not pey
tax on the sum thet represente the mers return of his own funds,.

The employer gete eredit, s& = business expense, for his
contribution -~ but he gets it if the contribution, vhen added
to the reguler szlery veid the oyes, can gualify under section
23(a) of the Code as "a reasonable allowanes for ssleries or other
compensation for personal services actvelly rendered™, Special proe
vision ig mede ir section 23{p) of the Code for lump sum contribue
tions by the employer to cover pset services, but the emplover's tax
eradit Tor these has to be spresd over & period of ten years,

The contributione by the smployer are not tazsd ¥oc the
employee until he reesives then frou the trust after he has retired,

: n 165, - The pension trust proe
vizions of section 165 ntages of a poatponement and
e reduction in tuzes. mmbly this wes deliberately intended by
Congreca in order to cnoourage corporstions and other employers to
meke provision for the old sge security of their employses. It may
be noted further thet the benmefite ineremss =o $he employee's sulary
moves into the higher income bruckets,

In « sonege the benefit flows only to the employee, since
it reelly is omly his tex whick is reduced, However, i7 the employ~

ing corporation 18 interested in providing e eertsin. nt
_;%& for the employee, such & retiresent income can be T
2t opneiderably less expense to the corporation by using the conces-

sions of 185 instesd of merely increasing the employee’s salary to a
point where, after he pays the tax on the salary, he cen purchase

&
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Tot ¥r. Despres .

sufficlent investients to give bis the desired retirement income. It
is only in this sense thet the employing corporaticn csn get & tax
advantage =- but i{n sons cases such an sdventege can be very reul,

The Buresu of Ipternel Revenue bes teken the rosition that
in order for o peasion trust $0 qualify under seotion 185, 1t must
provide recsonebly vepresentetive benefites asnd ccunot be linited do
e few top men. The Board of Tax Apjesls hes shown s tendlency to pers
mit greater letitude in sotiing up plens whick are lisited to = come
peretively fou men, but the Buresu usually is iz & posltion $o prevent
flegrsnt abuse. The sdvantage, 80 far 58 key men arc concerned, way
induee the corporstion to sot up the plen -- and 17 it hes to be
reesonably inciusive and reprecentutive, 8 the Bursau sttempts to
reguire, the advantage for the key sen may thue bhely to bring the
retirenent bepefits to the lower incoue workers in the way that
Congress prosumsbly intefided,

W. - Considerstion might nevertheless

be given %o ng ie - stetute s 1isit on the contributicn ¥het
could b= mede for oy one ecaployes, and providing either thet contri-
buti ne beyond thet lisit sould be texed to the saployse or wo . 1d de
danied 86 & ovedit %o the corporetiom. Sueb a 11 0% could be stated
either in terms of the size of s contridbution vhleh would bring the
employee speeified cayments after he vetirss, or in temms of the doller
smount of the contribution by the corporetion, For sxumple, Hr. Ran-
dolrk Paul, in one of his confidentiel semorends, hes suggested that
the corporntions’ contribution be lizited to Ss,e‘oa for sy one employes.

Considerction might slus be given to elarificvstions in the
statute which would strengthen the bhand of the Burssu iu its efforts to
require that the nlens be recsonsbly representative and ineluzive,

These generazl problems, together with the further problem of
the gorp-retionm Heiug sble to rasspture sermings whieh it hed placed in
the trust, were placed bufore the Joint Committes on Tex Hvesion and
svoldance in 1987, Howsver, oniy the latter point hes sisce besn the
egubject of leglzistion. In presenting these probioms, Deputy Commise
sionar of Intovpel Revenue Charles T, Russell stuiedl

"It will require very careful study to correct the
peusion provision of the revenue sct in such & wey as to
prevent sbuse by the guilty wﬂbeut aetag mjury to the
inzocent, ™

In view of the u.ﬂm which nnlt when the corpuretion cam
deduct & Sun ee & business expenss whils the a:ploru'a tar on the sum
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Tot Er, Despres S

is postiponed snd reduced, efforts have been sade to sohleve sisiler
resuits without heving to mest the safeguards which the Burcau has
set up under 168,

Such sfforte esn take the form of trusts whleh fail %o
comply with 160, or in the simplest case the corporation ¢sn merely
purehzse an empuity directly for the employes without setting it up
a8 a trusts “he principles imvoived in both such plane are similsre,
nowever, and for convenience we will disoues only the snmity plan.

The dedugtion for the corpovation in such & cave depends upon
the same considerations as in the cuse o the 1€¢ trust, But the
guestion of whan the esployze 13 tsxable fepends on when he is held %o

"roelize® the income.

: 3" lnoome. « e & gemercl
mpoutiea. . ! ed %0 a pm until be resliges 1%, but
there often cer be great ummw iz the perticular cuse in deter-
aining the oxmet time when he does, Whis problex of the time of reele
ization is ome of the fundsmentalss? tux law -~ and like many of the
other fundsmentals in the field, 15 of uncertain status,

A series of rulinga of the Bureau of Internal Revenue gsex
to hold thet income i® not realized until the wamployes reesives payments
under the smmuity. One of the more importent rulimge involved & csse in
193% in which & university purchesed 50 @ sunuitiscs for ecertain profossoms,
The Bureeu ruled thet the profezsors veslized income when they regeived
voymente under the annuities, snd not »hen the canulties were purchased

for then,

These rulings say to imply thet the sky is the limit, ond
that any large sslary or ai incone eould be spresd osut into emsllier
futurs peyna ts in order to reduce texss, It must be recslled, however,
that each ruling 12 lisited to the facts of the particuler casze, It scems
very doubtful that the Burecu, the Board & Tex Appesls, or the courts,
would permit the prineciple to bo applied in flagrant cases,

As @ uatter of Tact, it is understood that tho gemersl subject
is at rresent under z ctive muumﬂm by the Buresu.

Possible Rulings s,- :. sstion. « Thers sre three broad alternae
tives, with a8 sublivi of each, which the Buresu, the Boar: of
Tax Appenls tn& the eauru m!.m follow on the subject, m they cen
pernit un}imited use of annuities, bolding thtt the employee raclizes
income whem he roceives peyments under the sapulty rether than w the

senuity is purchesed for bhim, - SECORDLY, they ¢rn toke the opposite view,

-
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Tet dr. Despres -

roverse the rullngs zenticcned above, and hold thet the nﬁqu 3
receives incows when the anmnuity 18 purciesed for him, %‘
can eonslder eech cuse on 1ts serits holding in some the gmployee
reslizes income whem the snmuity {8 purehased for hic enéd in others
m !g doea not realize income until he receives paywents under the

"

If the third view were adopted, much would depend ou the exe
tent Yo vhick the employee reclly had, or couid heve had, access to
the funds, This would inveive such questions as the followingt To what
extent did the employee actually, or potentially, control the decision
of the employer to use the annuity deviee? ¥ss the snmuity device used
chiefly in order to help the employer -- in discherging the sorsl res-
ponsibiiity for providing old sge security for ito smployese - or
chiefly to reduce the tazes of the employse? Would the employer have
given the employee the cssh inetead of surehasing the spwuity if the
employee had rreferred ocash?

It would not be surprising if eithor the second or the third
alteornstive wea adopted, The possibility of the first zlternstive pre-
velling wou &, however, sees %o be cuite remote,

Possible legislation. - In the ciroumstmsces, tbsrefore, it
seoms unlikely that the vice will be aveilsble to any svhetantisl de~
gree o8 & m However, {f legisletion were under considerstion
for strengthening section 16§, considerstion night be given to some
clerification of the status of non-conforming ponsion truste and sanui-
ties,.

One posaibility 2ight be %o state ¢ertuin limits on the use of
such devices, sonevwhat aa mentioved in comneetion with seetion 145, Howe
aver, ‘his still would leuve such deviees froe fron the other sefeguards
of thet section., Therefore, i any legloletion at cll were considered
on the subject it might be better to outlew thduse of euch deviees, i.e.,
to write the second alterpstive sbove into the stetute, This would meean
thet sny such plass would then heve to me-t the safeguards set up by the
Bureau under seckion 158,
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