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Phased Retirement

A TIMELINE OF THE EVOLUTION
OF
RETIREMENT IN THE UNITED STATES

This document provides key highlights in the history of retirement in the United
States. It provides some background on how the concept of retirement, and its
legal treatment, has evolved. This timeline does not include every law related to
pension and retirement plans. Rather, it emphasizes those laws that have come
to shape how we view retirement, particularly the tax laws that encouraged
employers to establish pension and retirement plans in the first place.

1875 — The American Express Company establishes the first private pension
plan in the United States in an effort to create a stable, career oriented
workforce.'

Late 19" Century — Roughly 75 percent of all males over age 65 are working. If
a male over age 65 is not working, it is likely because he is disabled."

1899 — There are 13 private pension plans in the country.”

1900 — Life expectancy is approximately 49 years at birth. Individuals who reach
the age of 60 can expect to live, on average, an additional 12 years."” In general,
workers continue to work as long as they are able.”

1913 — Congress enacts the first federal income tax law.

1914 — Although there is no explicit provision about pensions in the 1913 income
tax law, the IRS rules that pensions paid to retired employees are deductible,
similar to wages, as ordinary and necessary business expenses."

1919 — Over 300 private pension plans exist, covering approximately 15 percent
of the nation’s wage and salary employees." The growth of pension coverage is
attributed to employers’ desire to attract workers, reduce labor turnover, and
“more [humanely] remove older, less productive employees.”"

1921 — The Revenue Act of 1921 exempts trust income coming from stock bonus
or profit sharing plans from an employee’s current taxable income. It also
provides that trust income is taxed at the time that it is distributed to an
employee, to the extent that this income has exceeded the employee’s own
contributions. The Revenue Act of 1921 also established that a profit-sharing or
stock bonus plan must be established for the exclusive benefit of “some or all”
employees.

1926 — The Revenue Act of 1926 exempts trust income coming from pension
plans from an employee’s current taxable income. This act also established that
pension plans must be established for the exclusive benefit of “some or all
employees.
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1935 —Social Security is enacted, establishing age 65 as the normal retirement
age. Atthe time of enactment, it is believed most workers will not live for an
extended period after retirement and thus will receive Social Security benefits for
a minimal amount of time."™

1935 — Life expectancy in 1935 is about 60 years at birth. Individuals who reach
the age of 65 can expect to live, on average, another 12 years.

1939 — Only 6% of the nation pays income taxes.”

1940 — 4.1 million private-sector workers (15 percent of all private-sector
workers) are covered by a pension plan.® Similar to Social Security, these plans
are designed with the expectancy that they will need to pay benefits for a minimal
number of years after the retirement of participants and before their death.™"

1942 — The Revenue Act of 1942 adds a numerical nondiscrimination coverage
test and a general nondiscrimination test for benefits and contributions for a
pension or retirement plan to be qualified under the Code.

* The nondiscrimination in coverage test requires that the plan cover either
1) 70 percent of all full-time employees; 2) 80 percent or more of all the
employees who are eligible to benefit under the plan if 70 percent or more
of all employees are eligible to benefits under the plan; or 3) a group that
the IRS determines is a bona fide employee group.

* The benefits and contribution test provides that contributions or benefits
may not discriminate in favor of employees who are officers, shareholders,
persons whose principal duties consist in supervising the work of other
employees or highly compensated employees. The definition of
“employee,” however, still permits employers to exclude certain groups of
employees for testing purposes.*"

1942 — The Wage and Salary Act of 1942 freezes wages in an attempt to contain
wartime inflation.

1943 — The War Labor Board rules that the wage freeze does not apply to fringe
benefits. This ruling encourages employers to offer pension, health and welfare
benefits as an alternative means to attract workers. War-related increases in
personal and corporate taxes may also serve as an incentive for businesses to
offer more generous pensions as a means of avoiding such taxes.

1945 — Nearly 75 percent of the nation pays income taxes. This makes the tax
deferral of pension income more attractive to the general population.™

1947 — The Labor-Management Relations Act of 1947 provides fundamental
guidelines for the establishment and operation of pension plans administered
jointly by an employer and a union.

1948 — The National Labor Relations Board determines that the term “wages”
under the National Labor Relations Act includes pensions for purposes of
mandatory bargaining.™"

1950 — 9.8 million private-sector workers (25 percent of all private sector
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workers) are covered by a pension plan.*"!

1956 — IRS issues Treasury Regulation Section 1.401-1(b)(1)(i) which provides
that a pension plan is “a plan established and maintained by an employer
primarily to provide systematically for the payment of definitely determinable
benefits to his employees over a period of years, usually for life, after retirement.”

1956 — The IRS issues Revenue Ruling 56-693 which states that funds in a
pension plan may not be made available until “any severance of employment
(e.g. retirement, disability, or death)” because allowing a distribution before such
time “is inconsistent with the accepted concept of a pension plan which meets all
of the requirements of section 401(a) of the Code.” This Revenue Ruling (and
subsequent Revenue Rulings) reinforces the IRS’ definition of retirement for
pension plan purposes as a permanent termination of employment.

1956 — The Social Security Act is amended to allow women to elect early,
reduced benefits at age 62, with full retirement benefits remaining available for
women who retire at age 65.""

1958 — The Welfare and Pension Plans Disclosure Act provides for registration,
reporting and disclosure of the financial operations of welfare and pension plans.

1960 — 18.7 million private-sector workers (41 percent of all private-sector
workers) are covered by a pension plan.**

1961 — Social Security is amended to allow men to elect early, reduced benefits
at age 62, with full retirement benefits remaining available to men who retire at
age 65.”

1967 — The Age Discrimination in Employment Act (ADEA) is enacted. It
prohibits discrimination on the basis of age in employment for individuals who are
age 40 and older and under the age of 65. ADEA does not prohibit
discrimination against individuals over age 65 nor does it prohibit mandatory
retirement.

1970 — 26.3 million private-sector workers (45 percent of all private-sector
workers) are covered by a pension plan.*

1974 — The Employee Retirement Income Security Act of 1974 (ERISA) is
enacted. ERISA:

* requires more disclosures regarding a plan to participants and the
government such as a summary plan description, material modification
notices, annual reports and a statement of the participant’s accrued
benefits upon request;

* strengthens participation requirement by requiring that employees 25
years of age and older with one year of service may not be excluded from
a pension or retirement plan (as long as they are in a job category covered
by the plan and meet all other eligibility requirements);

* establishes vesting rules as follows:
full vesting after ten years; graded vesting, achieving full vesting after 15
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years; and the rule of 45: at least 50 percent vesting when the employee’s
age and service add to 45, increasing by 10 percent each succeeding
year;

* requires that a joint and survivor annuity be provided to an employee who
retires at normal retirement age, unless such annuity is waived;

* sets minimum funding rules for plans, including rules for past credits;
* sets fiduciary standards for plan sponsors;

* limits annual contributions by employees to profit-sharing and money
purchase plans to the lesser of 25 percent of the employee’s annual
compensation or $25,0000, as adjusted for cost-of-living;

* limits the annual pension benefit that may be paid to a highly
compensated employee to the lesser of $75,000 (as adjusted for cost-of-
living) or 100 percent of average compensation for the three years of such
individual’s highest career earnings;

* establishes the Pension Benefit Guarantee Corporation to provide
mandatory insurance for defined benefit plans.

1978 — The Revenue Act of 1978 establishes qualified deferred compensation
plans (Code Section 401(k) plans), which allow for pre-tax employee
contributions to such plans (known as elective deferrals). Employees are
permitted to withdraw their contributions from such plans after age 59 & %, or
upon separation from service (currently “severance from employment”), or
because of hardship or disability.

1978 — ADEA is amended to prohibit discrimination against individuals up to age
70. The law does not prohibit discrimination against individuals age 70 and
above nor does it prohibit mandatory retirement.

1980 — 35.9 million private-sector workers (46 percent of all private-sector
workers) are covered by a pension plan.™"

1982 — The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) is
enacted. TEFRA:

* limits the amount of annual additions (employer contributions, employee
contributions and forfeitures) for each participant in a defined
contribution plan to the lesser of $30,000 or 25 percent of such
participant’s annual compensation, down from $45,475 in 1982, which
had included the cost-of-living increases;

* decreases the maximum dollar limit on employer-derived annual
benefits under a defined benefit plan to the lesser of $90,000, down
from $136,425, which had included the cost-of-living increases, or 100
percent of compensation;

* suspends cost-of-living increases for both contribution limits and benefit
limits for three years (until January 1, 1986);
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» for defined contribution plans that are integrated with Social Security,
prohibits contributions based on the part of income above the Social
Security wage base to exceed contributions with respect to income
below the wage base by more than 5.4 percent;

* introduces “top heavy” rules in which a top heavy plan is defined as one
in which 60 percent of accumulated benefits accrue to key employees
(officers and highly compensated employees) and requires such plans
to comply with special standards of vesting, contributions and benefits
and Social Security integration;

* amends minimum distribution rules to require that distributions must
begin for key employees no later than the taxable year in which such
employee turns 70 & 2 and must begin for all other employees the later
of the taxable year in which the employee turns 70 & 7% or retires.

1983 — The Social Security Amendments of 1983 amend the Social Security Act
to gradually raise the normal retirement age from 65 to 67. For all individuals
born after 1959, normal retirement age is age 67. (For example, per the
graduated system, for individuals born in 1959, the normal retirement age is 66
and 10 months.)

1984 — The Deficit Reduction Act of 1984 (DEFRA) is enacted. DEFRA:

* changes TEFRA'’s required minimum distribution rules by requiring that
minimum distributions be made to 5 percent owners, rather than to key
employees, in the taxable year in which the 5 percent owner reaches age
70 & V3;

* changes the nondiscrimination testing requirements for Code Section
401(k) plans by making such plans subject to the Code Section 410(b)
coverage test and a new actual deferral percentage (ADP) test;

* extends TEFRA’s suspension on cost-of-living increases for both
maximum contributions and maximum benefits until 1988.

1984 — The Retirement Equity Act of 1984 (REA) is enacted. REA:

» strengthens participation rules by lowering the minimum age that a plan
may require for enrollment from age 25 to age 21, and lowers the
minimum age for vesting service from age 22 to age 18;

* adds break in service rules under which an employee may have a break in
service of up to five consecutive years, or the period of eligibility for
vesting service accumulated before the break, without losing accumulated
pre-break service;

* provides that maternity and paternity leaves are to be treated as though
the employee is not on leave for service purposes;

* amends survivor rules for pension plans by providing pre-retirement death
benefits to all vested employees, spousal consent for pension plan
distributions other than qualified joint and survivor annuities, and rules
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regarding qualified domestic relations orders;

extends the Code’s anti-cutback provisions (meaning that these benefits,
once accrued, may not be reduced by plan amendment) to optional forms
of benefits, early retirement benefits, and retirement-type subsidies.

1986 —The Tax Reform Act of 1986 (TRA 86) is enacted. TRA 86:

changes the minimum vesting requirements to either one of the following
options: five year cliff or graded, under which participants are 20 percent
vested after three years, with an additional 20 percent each subsequent
year;

limits the amount of compensation that may be considered in contribution
or benefit calculations to $200,000, the same as for top-heavy plans;

limits all annual additions to defined contribution plans to $30,000;

reduces the limit on employee contributions to 401(k) plans from $30,000
to $7,000;

changes the Social Security integration rules:

defines the term “highly compensated employee” for purposes of
nondiscrimination testing;

introduces new nondiscrimination coverage rules, under which one of the
following three tests has to be satisfied:

Percentage test: The plan must cover at least 70 percent of all non—highly
compensated employees.

Ratio test: The percentage of non—highly compensated employees
covered under a plan must be at least 70 percent of the percentage of
highly compensated employees covered. (The percentage and ratio tests
are effectively combined later in the regulations.)

Average benefits percentage test: the plan must cover a non—
discriminatory classification of employees and the ratio of employer-
provided benefits or contributions to the participant’s compensation for
non-highly compensated employees must be at least 70 percent that of
highly compensated employees.

tightens the average deferral percentage (ADP) nondiscrimination test for
Code Section 401(k) plans, which tests the amount that highly
compensated employees elect to defer;

adds the average contribution percentage (ACP) test to make sure that
employer matching contributions do not discriminate in favor of highly
compensated employees;

modifies the required minimum distribution rules to require that all
participants must begin the required minimum distributions by the April 1
of the year following the year in which the individual reaches age 70 & 7%,
regardless of whether the individual has actually retired;
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* establishes a uniform rule for taxing early distributions from qualifying
retirement plans (including employer plans, tax-sheltered annuities and
IRASs) for all individuals, including instituting a 10 percent tax penalty on
distributions made prior to age 59 "% (which previously applied only to
IRAS).

1986 — ADEA is amended to prohibit discrimination against any individual age 40
and older, with no upper age limit. The law also prohibits mandatory retirement,
except for tenured faculty members.

1986 — The Omnibus Budget Reconciliation Act of 1986 (OBRA 86) requires that
employers with pension and retirement plans must provide pension accruals or
allocations for employees who work beyond age 64. The law also requires that
newly hired employees who are within five years of normal retirement age may
not be excluded from a pension or retirement plan.

1987 — The Omnibus Budget Reconciliation Act of 1987 (OBRA '87) amends
ADEA and ERISA to require that employers provide full pension service credits
for participants who work beyond normal retirement age.

1990 — 39.5 million private-sector workers (43 percent of all private-sector
workers) are covered by a pension plan.”" 11.5 million private-sector workers
are covered only by defined contribution plans.*"

1990 — The Older Workers Benefit Protection Act of 1990 amends ADEA to apply
the law to employee benéefits, codifies the equal-benefit-for-equal-cost principle,
and establishes a series of minimum standards for waiver of rights under ADEA
in early retirement situations.

1992 — The Unemployment Compensation Amendments of 1992 imposes a 20
percent mandatory withholding tax on lump-sum distributions that are not rolled
over into qualified retirement accounts; liberalizes rollover rules; and requires
plan sponsors to transfer eligible distributions directly to an eligible plan if
requested by a participant.

1993 — The Omnibus Budget Reconciliation Act of 1993 reduces compensation
that may be considered for pension or retirement benefits from $235,840 to
$150,000.

1994 — The IRS finalizes its nondiscrimination regulations per the 1986 changes
to the Code. The final regulations are an attempt to draw “bright line” testing
standards.

1994 — ADEA is amended to eliminate mandatory retirement for tenured faculty
members.

XXV

1996 — Only 8% of Americans work in physically demanding jobs.

1996 — The Small Business Job Protection Act of 1996 (SBJPA) is enacted.
SBJPA:

* creates a new type of simplified retirement savings vehicle for small
businesses (those with fewer than 100 employees) as an alternative to a
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qualified 401(k) plan, which does not need to meet many of the
requirements applicable to qualified plans but does require that the
employer make matching contributions up to 3 percent of compensation
(up to the $6,000 limit on elective deferrals) or a nonelective contribution
of 2% for all eligible employees (whether or not they elect to defer);

* changes the ADP and ACP tests to allow an employer to base its testing
on the ADP and ACP for non-highly compensated employees for the plan
year before the plan year being tested;

* adds a nondiscrimination safe harbor for 401(k) plans for both ADP and
ACP testing, if the plan satisfies a minimum contribution and notice
requirement;

* simplifies the definition of highly compensated employee to mean an
employee who: 1) was a 5% owner of the employer at any time during the
year or the preceding year; or 2) had compensation for the prior year in
excess of $80,000 (to be indexed for inflation) and was in the top 20% of
employees by compensation for the year;

* repeals the family aggregation rules, which had required that family
members be combined for discrimination and compensation limitation
purposes;

* repeals the minimum participation rules for defined contribution plans,
which had required that a plan must cover lesser of 40% of all employees
or 50 employees; modifies the rule for defined benefit pension plans to
require that the plan cover the lesser of: 1) 50 employees; or 2) the
greater of 40% of all employees or two employees (unless there is only
one employee);

* amends the definition of compensation for purposes of allocations to a
defined contribution plan and benefits under a defined benefit plan to
include salary deferrals under Code Section 401(k) and cafeteria plan
elections;

* repeals the Code Section 415 limit for employers who maintain both a
defined contribution plan and a defined benéefit plan;

* restores the TEFRA rule that a participant, other than a 5% owner, in a
qualified plan need not commence distributions until the April 1 of the
calendar year following the later of the year in which the participant attains
age 70 & Yz or the year in which the participant retires.

1998 — ADEA is amended to create a “safe harbor” for colleges and universities
who offer age-based voluntary early retirement incentives to tenured faculty
members.

1999 — 40.1 million Americans in the private sector are covered by defined
benefit plans and 60.4 million Americans in the private sector are covered by
defined contribution plans.*"

2000 — The Social Security Act is amended to eliminate the earnings limit for
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individuals who have reached normal retirement age. The amendments also
reward individuals who work past normal retirement age by making actuarially
fair adjustments in their Social Security benefit for their continued work.

2001 — The Economic Growth and Tax Relief Reconciliation Act (EGTRRA) is
enacted. EGTRRA:

increases the individual elective deferrals that may be made to a Code
Section 401(k) plan from $10,500 per year (in 2001) to $11,000 in 2002,
then increasing $1,000 each year until $15,000 in 2006 (with future
indexing);

adds “catch-up contributions” that allow individuals age 50 and older to
make additional contributions (above the otherwise applicable limits) to
Section 401(k) plans as follows: $1,000 in 2002 with $1,000 increments
each year thereafter rising to $5,000 in 2006 (with future indexing);

increases the maximum annual contributions to defined contribution plans
from the lesser of $35,000 (in 2001) or 25% of compensation to the lesser
of $40,000 (with future indexing) or 100% of compensation beginning in
2002;

increases the maximum annual benefits under a defined benefit plan from
$140,000 (in 2001) to $160,000 for limitation years ending after December
31, 2001 (with future indexing);

increases the compensation limit taken into account in determining
benefits from $170,000 (in 2001) to $200,000 beginning in 2002 (with
future indexing);

increases vesting on matching contributions: the 5-year cliff or 7-year
graded is replaced by a 3-year cliff or 6-year graded vesting;

changes the suspension of elective deferral (and after-tax) contribution
rules for participants who receive hardship withdrawal to allow such
participants to resume making elective deferrals (or after-tax contributions)
six months after receiving such a distribution, rather than one year after
the distribution;

modifies the rollover rules to permit rollovers among Section 403(b) plans,
Section 457 plans, qualified plans under Section 401(a), and IRAs and
provides that after-tax employee contributions from plans may be rolled
over to other plans and IRAs;

changes the rules that permit plans to cash-out, without consent,
terminated participants with benefits valued between $1,000 and $5,000,
to require that such payments be rolled over to an IRA, unless the
participant directs otherwise;

replaces the “same desk rule” that had prevented 401(k) plan distributions
after a business acquisition with a "severance from employment"
standard;
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* simplifies the testing rules for determining whether or not a plan is “top-
heavy.”

2004 — The IRS issues proposed regulations providing for distributions from
defined benefit plans for employees participating in a formal phased retirement
program.

2006 — Life expectancy is age 74 for men and age 79 for women. A man who
reaches the age of 65 can expect to live until age 81; a woman who reaches the
age of 65 can expect to live until age 84.

2006 — 20% of all private sector workers are covered by defined benefit plans
and 43% of all private sector workers are covered by defined contributions
plans.xx"”

2006 — The Pension Protection Act of 2006 (PPA) is enacted. The PPA:
* makes EGTRRA’s compensation and contribution limits permanent;
* allows for automatic enrollment in Code Section 401(k) plan features;

* allows for a distribution from a defined benefit plan to an individual who is
age 62 and has not terminated employment.

2007 — The IRS issues Notice 2007-8 requesting comments on issues relating to
the age 62 in-service distribution provision in the PPA, including whether the IRS
should issue proposed regulations for defined benefit plans that provide formal
phased retirement programs.
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