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The laws of the United States of America provide all 
income is subject to taxation unless: 

I .  it is not included in the definition ofincome, 

2. it is excluded from the definition ofincome, or 

3. it is protected from taxation while it is in the form of a 
protected o r  "sheltered entity. 

The US Congress writes the laws (sometimes in the 
language of the country). It gives to the Treasury Department's 
Internal Revenue Service (IRS) the duty to collect the taxes and. at 
the same time, the responsibility of developing regulations and 
rulings which tell the citizenry how the tax collector is interpreting 
the law. This is akin to the farmer's authorizing the building of a 
hen house and having the fox design and maintain the structure. 

As an example of the entities which are protected and the 
problems encountered by actuaries in dealing with IRS we have 
the qualified retirement plans. 

The Congress stated that if a corporation establishes and 
maintains a retirement plan according to the laws, then: 

1 .  the corporation can deduct from its taxable income the 
contributions to the plan which are neccssary to 
properly fund it, 

2. the employees who are participants in the plan will not 
be considered to have received taxable income until 
such time as  the plan pays the money to the individual. 
and 

3. the plan may earn investment income without payinga 
tax on the income. 

The Congress gave to the IRS the authority to determine 
whether the rules are being followed (and, if not, to exact 
penalties) and to write regulations to interpret and redefine the 
laws. 

Some authorities have taken the position, with which I 
concur, that IRS has accepted the role with extraordinary zeal and 
extraneous effort. It has published so many rules and regulations 
that I am sure every qualified retirement plan has violated at least 
one regulation. 

IRS has recognized that some actuaries may not be expert 
in all areas of pension funding and so it has issued regulations 
which it feels are necessary. For example, one regulation defines 
an asbsolute number: another regulation expresses IRS' concern 
that actuaries might try some hanky panky and so it requires us to 
get prior IRS approval of funding method changes -and it can be 
read to mean that if we switch from a computer with APL 
language to one with advanced BASIC, this is a change in method! 

However, I have digressed from the theme of my paper 

In 1974, Congress passed public law 93-406, the Employee 
Retirement Income Security Act of 1974 (ERISA). 

In order to protect the plan's beneficiaries. the law requires 
the sponsor to fund the plan at a level which is considered to be 
the minimum. And IRS isgiven theauthority to police this. 

In order to protcct the federal treasury. other sections of the 
laws establish the maximum amount which can be contributed to 
the plan and still be deducted from income tax. And IRS is given 
the authority to police this. 

Therefore IRS must make sure enough monies are contri- 
buted to the plan to ensure the payment of the pensions and it also 
must make sure that the plan docs not receive too much money 
because of the loss ofcurrent tax revenue which might result. 

Generally for any funding method, the minimum and 
maximum amounts are equal to the sum of the normal cost and 
the amount needed to amortize the supplemental liability over 30 
years (minimum) or ten years (maximum). 

ERISA section 2004(a) placed limits on the benefits a 
person could receive from a qualified plan. Among the limits is a 
provision that an employee cannot receive a benefit from a 
pension plan which is greater than $75,000 per year. ERISA 
continues by stating "The Secretary (of Treasury) or his delegate 
(IRS) shall adjust annually. . . the $75,000 . . . for increases in the 
cost of living. . .". 

In other words, the $75,000 must be adjusted annually and 
has been. An individual retiring in 1982 can receive an annual 
benefit o fup  to$136,425 per year, 82%above the 1974 limit. 

The law also states that the actuary must act on behalf of 
the plan's participants to protect them and to make sure the fund- 
ing for the plan is adequate. In order to determine costs, ERISA 
section 302 mandates ". . . all costs. liabilities. rates of interest. 
and other factors under the plan shall be determined on the basis 
ofactuarial assumptions which, in the aggregate, are reasonable. . 
. and which, in combination, offer the actuary's best estimate of 
anticipated experience under the plan." 

Therein lies the rub. 

Many of our plans provide benefits based upon final 
average salary (or highest average salary). Even using a modest 
salary scale. the projected benefits for some participants exceed 
the current annual maximum benefit. But since I consider the cost 
of living will also increase in the long term, the projected benefits 
will not exceed the projected limitation and the plan can be 
funded in an appropriate manner. 

"Not so!" says the IRS 

In its regulations on the subject, IRS has said: 

I .  the increase in maximum benefit does not take effect 
until the year in which the increase is declared; 

2. proper funding does not allow you to fund today for 
benefits which have not taken effect; 

3. therefore any portion of a contribution which is for 
projected benefits in excess of the current maximum is 
not deductible (therefore taxable) and could result in 
the disqualification of the plan (terrible penalties 
result). 

So here we sit 

The law says the actuary must use his best estimate and the 
plan must fund accordingly. The IRS says if you do so they may 
disqualify the plan. And the courts which will make the final 
decision have not rendered the verdict. 

The actuary has been placed in a no-win position. If we 
obey the law and use reasonable assumptions for a plan based 
upon final pay. we will be projecting benefits in excess of the 
current maximum and IRS will punish our client who funds on 
the basis ofour assumptions. 

lfwe do  not follow our best judgements. we are not comply- 
ing with the law and can lose our license. 

It reminds me of the young man whose mother gives him a 
red tie and a blue tie for his birthday. The next day. to please his 
mother. he puts on one of the ties and goes to visit her. She looks 
at him and says "What's the matter? Didn't you like the blue tie?" 


