
Professional Education Services, LP
The Professional’s Choice for CPE sm

8303 Sierra College Blvd. • Suite 146 • Roseville, CA 95661
To Order: 1-800-998-5024 • Customer Service: 1-800-990-2731 • Fax: 916-791-4099 

www.pescpe.com • www.eacpe.com • www.pesqascpe.com

P r o f e s s i o n a l  E d u c a t i o n  S e r v i c e s ,  L P

A Technical Explanation of the

Small  
Business 
and Work 

Opportunity 
Tax Act of 2007

(Signed into law May 25, 2007)



 25

QSub (based on the percentage of the stock sold) followed by a deemed transfer to the QSub in a 
transaction to which section 351 applies. 

Thus, in the above example, the S corporation will be treated as selling a 21 percent-
interest in all the assets of the QSub to the unrelated party, followed by a transfer of all the assets 
to a new corporation in a transaction to which section 351 applies.  Thus, the S corporation will 
recognize 21 percent of the gain or loss in the assets of the QSub. 

The provision is not intended to change the present-law treatment of the disposition of 
stock of a QSUB by an S corporation in connection with an otherwise non-taxable transaction.  
For example, the transfer of stock of a QSUB by an S corporation pro rata to its shareholders can 
qualify as a distribution to which sections 368(a)(1)(D) and 355 apply if the transaction 
otherwise satisfies the requirements of those sections.24  

Effective Date 

The provision applies to taxable years beginning after December 31, 2006. 

5. Elimination of earnings and profits attributable to pre-1983 years 

Present Law 

The Small Business Jobs Protection Act of 1996 provided that if a corporation was an S 
corporation for its first taxable year beginning after December 31, 1996, the accumulated 
earnings and profits of the corporation as of the beginning of that year were reduced by the 
accumulated earnings and profits (if any) accumulated in a taxable year beginning before 
January 1, 1983, for which the corporation was an electing small business corporation under 
subchapter S. 

Explanation of Provision 

The provision provides in the case of any corporation which was not an S corporation for 
its first taxable year beginning after December 31, 1996, the accumulated earnings and profits of 
the corporation as of the beginning of the first taxable year beginning after the date of the 
enactment of this provision is reduced by the accumulated earnings and profits (if any) 
accumulated in a taxable year beginning before January 1, 1983, for which the corporation was 
an electing small business corporation under subchapter S. 

Effective Date 

The provision applies to taxable years beginning after the date of enactment.  

                                                 
24  See Example (4) of Treas. Reg. sec. 1.1361-5(b)(3). 
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6. Deductibility of interest expense of an ESBT on indebtedness incurred to acquire S 
corporation stock 

Present Law 

Under present law, an electing small business trust (“ESBT”) is subject to a tax at the 
highest individual income tax rate (currently 35 percent) on the portion of the trust which 
consists of stock in one or more S corporations (“S portion”).25  The income from the S portion 
of an ESBT is not included in the beneficiaries' income.  

The only items of income, loss, or deduction taken into account in computing the taxable 
income of the S portion of an ESBT are: (1) the items of income, loss or deduction allocated to it 
as an S corporation shareholder under the rules of subchapter S, (2) gain or loss from the sale of 
the S corporation stock, and (3) to the extent provided in regulations, any state or local income 
taxes and administrative expenses of the ESBT properly allocable to the S corporation stock.  
Under Treasury regulations,26 interest paid by an ESBT to purchase stock in an S corporation is 
allocated to the S portion of the ESBT but is not a deductible administrative expense for 
purposes determining the taxable income of the S portion. 

In determining the tax liability with regard to the remaining portion of the trust, the items 
taken into account by the subchapter S portion of the trust are disregarded. 

Explanation of Provision 

The provision provides that a deduction for interest paid or accrued on indebtedness to 
acquire stock in an S corporation may be taken into account in computing the taxable income of 
the S portion of an ESBT. 

Effective Date 

The provision is effective for taxable years beginning after December 31, 2006. 

                                                 
25  Sec. 641(c). 

26  Treas. Reg. sec. 1.641(c)-1(d)(4)(ii). 
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II. REVENUE PROVISIONS 

A. Increase in Age of Children Whose Unearned 
Income is Taxed as if Parents’ income 

(sec. 8241 of the bill and sec. 1(g) of the Code) 

Present Law 

Special rules (generally referred to as the “kiddie tax”) apply to the net unearned income 
of certain children.27  Generally, the kiddie tax applies to a child if:  (1) the child has not reached 
the age of 18 by the close of the taxable year and either of the child's parents is alive at such 
time; (2) the child’s unearned income exceeds $1,700 (for 2007); and (3) the child does not file a 
joint return.  The kiddie tax applies regardless of whether the child may be claimed as a 
dependent by either or both parents.  

Under these rules, the net unearned income of a child (for 2007, generally unearned 
income over $1,700) is taxed at the parents’ tax rates if the parents’ tax rates are higher than the 
tax rates of the child.28  The remainder of a child’s taxable income (i.e., earned income, plus 
unearned income up to $1,700 (for 2007), less the child’s standard deduction) is taxed at the 
child’s rates, regardless of whether the kiddie tax applies to the child.  For these purposes, 
unearned income is income other than wages, salaries, professional fees, other amounts received 
as compensation for personal services actually rendered, and distributions from qualified 
disability trusts.29  In general, a child is eligible to use the preferential tax rates for qualified 
dividends and capital gains.30     

The kiddie tax is calculated by computing the “allocable parental tax.”  This involves 
adding the net unearned income of the child to the parent’s income and then applying the 
parent’s tax rate.  A child’s “net unearned income” is the child’s unearned income less the sum 
of (1) the minimum standard deduction allowed to dependents ($850 for 2007), and (2) the 
greater of (a) such minimum standard deduction amount or (b) the amount of allowable itemized 
deductions that are directly connected with the production of the unearned income.31  A child’s 
net unearned income cannot exceed the child’s taxable income. 

 The allocable parental tax equals the hypothetical increase in tax to the parent that results 
from adding the child’s net unearned income to the parent’s taxable income.  If the child has net 
capital gains or qualified dividends, these items are allocated to the parent’s hypothetical taxable 

                                                 
27  Sec. 1(g).   

28  Special rules apply for determining which parent’s rates apply where a joint return is not filed. 

29  Sec. 1(g)(4) and sec. 911(d)(2).   

30  Sec. 1(h). 

31  Sec. 1(g)(4).   
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income according to the ratio of net unearned income to the child’s total unearned income.  If a 
parent has more than one child subject to the kiddie tax, the net unearned income of all children 
is combined, and a single kiddie tax is calculated.  Each child is then allocated a proportionate 
share of the hypothetical increase, based upon the child’s net unearned income relative to the 
aggregate net unearned income of all of the parent’s children subject to the tax.    

Generally, a child must file a separate return to report his or her income.32  In such case, 
items on the parents’ return are not affected by the child’s income, and the total tax due from the 
child is the greater of: 

1. the sum of (a) the tax payable by the child on the child’s earned income and unearned 
income up to $1,700 (for 2007), plus (b) the allocable parental tax on the child’s 
unearned income, or 

2. the tax on the child’s income without regard to the kiddie tax provisions. 

Under certain circumstances, a parent may elect to report a child’s unearned income on the 
parent’s return. 

Explanation of Provision 

The provision expands the kiddie tax to apply to children who are 18 years old or who are 
full-time students over age 18 but under age 24.  The expanded provision applies only to children 
whose earned income does not exceed one-half of the amount of their support. 

Effective Date 

The provision is effective for taxable years beginning after the date of enactment. 

                                                 
32  In cases where the kiddie tax applies, the child must attach to the return Form 8615, Tax for 

Children Under Age 18 With Investment Income of More Than $1,700 (2006). 
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B. Suspension of Penalties and Interest 
(sec. 8242 of the bill and sec. 6404(g) of the Code) 

Present Law 

In general, interest and penalties accrue during periods for which taxes were unpaid 
without regard to whether the taxpayer was aware that there was tax due. The Code suspends the 
accrual of certain penalties and interest starting 18 months after the filing of the tax return if the 
IRS has not sent the taxpayer a notice specifically stating the taxpayer's liability and the basis for 
the liability within the specified period.  If the return is filed before the due date, for this purpose 
it is considered to have been filed on the due date.  Interest and penalties resume 21 days after 
the IRS sends the required notice to the taxpayer.  The provision is applied separately with 
respect to each item or adjustment.  The provision does not apply where a taxpayer has 
self-assessed the tax.  The suspension applies only to taxpayers who are individuals and who file 
a timely tax return.  In addition, the provision does not apply to the failure-to-pay penalty, in the 
case of fraud, or with respect to criminal penalties.  Generally, the provision also does not apply 
to interest accruing with respect to underpayments resulting from listed transactions or 
undisclosed reportable transactions. 

Explanation of Provision 

The provision extends the period before which accrual of interest and certain penalties 
are suspended.  Under the provision, the accrual of certain penalties and interest is suspended 
starting 36 months after the filing of the tax return if the IRS has not sent the taxpayer a notice 
specifically stating the taxpayer's liability and the basis for the liability. 

Effective Date 

The provision is effective for IRS notices issued after the date that is six months after the 
date of enactment. 
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C. Modification of Collection Due Process Procedures 
for Employment Tax Liabilities 

(sec. 8243 of the bill and sec. 6330 of the Code) 

Present Law 

Levy is the IRS’s administrative authority to seize a taxpayer’s property to pay the 
taxpayer’s tax liability.  The IRS is entitled to seize a taxpayer’s property by levy if a Federal tax 
lien has attached to such property.  A Federal tax lien arises automatically when (1) a tax 
assessment has been made, (2) the taxpayer has been given notice of the assessment stating the 
amount and demanding payment, and (3) the taxpayer has failed to pay the amount assessed 
within 10 days after the notice and demand. 

In general, the IRS is required to notify taxpayers that they have a right to a fair and 
impartial collection due process (“CDP”) hearing before levy may be made on any property or 
right to property.33  Similar rules apply with respect to notices of tax liens, although the right to a 
hearing arises only on the filing of a notice.34  The CDP hearing is held by an impartial officer 
from the IRS Office of Appeals, who is required to issue a determination with respect to the 
issues raised by the taxpayer at the hearing.  The taxpayer is entitled to appeal that determination 
to a court.  Under present law, taxpayers are not entitled to a pre-levy CDP hearing if a levy is 
issued to collect a Federal tax liability from a State tax refund or if collection of the Federal tax 
is in jeopardy.  However, levies related to State tax refunds or jeopardy determinations are 
subject to post-levy review through the CDP hearing process. 

Employment taxes generally consist of the taxes under the Federal Insurance 
Contributions Act (“FICA”), the tax under the Federal Unemployment Tax Act (“FUTA”), and 
the requirement that employers withhold income taxes from wages paid to employees (“income 
tax withholding”).35   Income tax withholding rates vary depending on the amount of wages paid, 
the length of the payroll period, and the number of withholding allowances claimed by the 
employee. 

Explanation of Provision 

Under the provision, a levy issued to collect Federal employment taxes is excepted from 
the pre-levy CDP hearing requirement if the taxpayer subject to the levy requested a CDP 
hearing with respect to unpaid employment taxes arising in the two-year period before the 
beginning of the taxable period with respect to which the employment tax levy is served.  
However, the taxpayer is provided an opportunity for a hearing within a reasonable period of 

                                                 
33  Sec. 6330(a). 

34  Sec. 6320. 

35  Secs. 3101-3128 (FICA), 3301-3311 (FUTA), and 3401-3404 (income tax withholding).  
FICA taxes consist of an employer share and an employee share, which the employer withholds from 
employees' wages. 
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time after the levy.  As the Code provides for State tax refunds or jeopardy determinations, 
collection by levy of employment tax liabilities is permitted to continue during the CDP 
proceedings. 

Effective Date 

The provision is effective for levies issued on or after the date that is 120 days after the 
date of enactment. 
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D. Permanent Extension of IRS User Fees 
(sec. 8244 of the bill and sec. 7528 of the Code) 

Present Law 

The IRS generally charges a fee for requests for a letter ruling, determination letter, 
opinion letter, or other similar ruling or determination.36  These user fees are authorized by 
statute through September 30, 2014. 

Explanation of Provision 

The provision permanently extends the statutory authorization for IRS user fees. 

Effective Date 

The provision is effective for requests made after the date of enactment. 

                                                 
36  Sec. 8228. 
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E. Increase in Penalty for Bad Checks and Money Orders 
(sec. 8245 of the bill and sec. 6657 of the Code) 

Present Law 

The Code37 imposes a penalty on a person who tenders a bad check or money orders.  
The penalty is two percent of the amount of the bad check or money order.  For checks or money 
orders that are less than $750, the minimum penalty is $15 (or, if less, the amount of the check or 
money order).   

Explanation of Provision 

The provision increases the minimum penalty to $25 (or, if less, the amount of the check 
or money order), applicable to checks or money orders that are less than $1,250. 

Effective Date 

The provision is effective with respect to checks or money orders received after the date 
of enactment. 

                                                 
37  Sec. 6657. 
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F. Understatement of Taxpayer’s Liability by Tax Return Preparers 
(sec. 8246 of the bill and secs. 6694 and 7701 of the Code)  

Present Law 

An income tax return preparer is defined as any person who prepares for compensation, 
or who employs other people to prepare for compensation, all or a substantial portion of an 
income tax return or claim for refund.38  Under present law, the definition of an income tax 
return preparer does not include a person preparing non-income tax returns, such as estate and 
gift, excise, or employment tax returns. 

An income tax return preparer who prepares a return with respect to which there is an 
understatement of tax that is due to an undisclosed position for which there was not a realistic 
possibility of being sustained on its merits, or a frivolous position, is liable for a first-tier penalty 
of $250, provided the preparer knew or reasonably should have known of the position.39  For 
purposes of the penalty, an understatement is generally defined as any understatement with 
respect to any tax imposed by subtitle A (i.e., income taxes).  An income tax return preparer who 
prepares a return and engages in specified willful or reckless conduct with respect to preparing 
an income tax return is liable for a second-tier penalty of $1,000. 

Explanation of Provision 

The provision broadens the scope of the present-law tax return preparer penalties to 
include preparers of estate and gift tax, employment tax, and excise tax returns, and returns of 
exempt organizations. 

The provision also alters the standards of conduct that must be met to avoid imposition of 
the penalties for preparing a return with respect to which there is an understatement of tax.  First, 
the provision replaces the realistic possibility standard for undisclosed positions with a 
requirement that there be a reasonable belief that the tax treatment of the position was more 
likely than not the proper treatment.  The provision replaces the not-frivolous standard 
accompanied by disclosure with the requirement that there be a reasonable basis for the tax 
treatment of the position accompanied by disclosure. 

The provision also increases the first-tier penalty from $250 to the greater of $1,000 or 50 
percent of the income derived (or to be derived) by the tax return preparer from the preparation 
of a return or claim with respect to which the penalty is imposed.  The provision increases the 
second-tier penalty from $1,000 to the greater of $5,000 or 50 percent of the income derived (or 
to be derived) by the tax return preparer. 

                                                 
38  Sec. 7701(a)(36)(A). 

39  Sec. 6694. 
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Effective Date 

The provision is effective for tax returns prepared after the date of enactment. 
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G. Penalty for Filing Erroneous Refund Claims 
(sec. 8247 of the bill and sec. 6662 of the Code) 

Present Law 

Present law imposes accuracy-related penalties on a taxpayer in cases involving a 
substantial valuation misstatement or gross valuation misstatement relating to an underpayment 
of income tax.40  For this purpose, a substantial valuation misstatement generally means a value 
claimed that is at least twice (200 percent or more) the amount determined to be the correct 
value, and a gross valuation misstatement generally means a value claimed that is at least four 
times (400 percent or more) the amount determined to be the correct value. 

The penalty is 20 percent of the underpayment of tax resulting from a substantial 
valuation misstatement and rises to 40 percent for a gross valuation misstatement.  No penalty is 
imposed unless the portion of the underpayment attributable to the valuation misstatement 
exceeds $5,000 ($10,000 in the case of a corporation other than an S corporation or a personal 
holding company).  Under present law, no penalty is imposed with respect to any portion of the 
understatement attributable to any item if (1) the treatment of the item on the return is or was 
supported by substantial authority, or (2) facts relevant to the tax treatment of the item were 
adequately disclosed on the return or on a statement attached to the return and there is a 
reasonable basis for the tax treatment.  Special rules apply to tax shelters. 

Explanation of Provision 

The provision imposes a penalty on any taxpayer filing an erroneous claim for refund or credit.  
The penalty is equal to 20 percent of the disallowed portion of the claim for refund or credit for 
which there is no reasonable basis for the claimed tax treatment.  The penalty does not apply to 
any portion of the disallowed portion of the claim for refund or credit relating to the earned 
income credit or any portion of the disallowed portion of the claim for refund or credit that is 
subject to accuracy-related or fraud penalties.   

Effective Date 

The provision is effective for claims for refund or credit filed after the date of enactment. 

                                                 
40  Sec. 6662(b)(3) and (h). 
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H. Time for Payment of Corporate Estimated Tax 
(sec. 8248 of the bill) 

Present Law 

In general, corporations are required to make quarterly estimated tax payments of their 
income tax liability.  For a corporation whose taxable year is a calendar year, these estimated tax 
payments must be made by April 15, June 15, September 15, and December 15.  Fiscal year 
taxpayers make quarterly payments on corresponding dates. 

The Tax Increase Prevention and Reconciliation Act of 2005 (“TIPRA”) provided that in 
the case of a corporation with assets of at least $1 billion, the payments due in July, August, and 
September, 2012 (for fiscal and calendar year taxpayers, respectively) are increased to 106.25 
percent of the payment otherwise due and the next required payment is reduced accordingly. 

Explanation of Provision 

The provision increases the corporate estimated tax payments due in July, August, and 
September, 2012, from 106.25 percent to 114.25 percent of the payment otherwise due.  As 
under present law, the next payment is reduced accordingly. 

Effective Date 

The provision is effective on the date of enactment. 



38 

III. PENSION RELATED PROVISIONS 

A. Revocation of Election Relating to Treatment as Multiemployer Plan  
(sec. 6611 of the bill and sec. 414(f) of the Code) 

Present Law 

A multiemployer plan means a plan (1) to which more than one employer is required to 
contribute; (2) which is maintained pursuant to one or more collective bargaining agreements 
between one or more employee organizations and more than one employer; and (3) which 
satisfies such other requirements as the Secretary of Labor may prescribe.41  Present law 
provides that within one year after the date of enactment of the Multiemployer Pension Plan 
Amendments Act of 1980, a multiemployer plan could irrevocably elect for the plan not to be 
treated as a multiemployer plan if certain requirements were satisfied. 

Pursuant to the Pension Protection Act of 2006, certain multiemployer plans are 
permitted under the Code to revoke an existing election not to treat the plan as a multiemployer 
plan if, for each of the three plan years prior to the date of enactment, the plan would have been a 
multiemployer plan, but for the election in place.42  The revocation must be pursuant to 
procedures prescribed by the Pension Benefit Guaranty Corporation ("PBGC").  In the case of a 
plan to which more than one employer is required to contribute and which is maintained pursuant 
to one or more collective bargaining agreements between one or more employee organizations 
and more than one employer (collectively the "criteria"), such plan may, pursuant to procedures 
prescribed by the PBGC, elect to be a multiemployer plan if (1) for each of the three plan years 
prior to the date of enactment, the plan has met the criteria; (2) substantially all of the plan's 
employer contributions for each of those plan years were made or required to be made by 
organizations that were tax-exempt; and (3) the plan was established prior to September 2, 1974.  
Such a revocation election is also available in the case of a plan that was established in Chicago, 
Illinois, on August 12, 1881, and is sponsored by an organization described in Code section 
501(c)(5).  An election made under the provision is effective beginning with the first plan year 
ending after the date of enactment of the Pension Protection Act of 2006 (i.e., August 17, 2006) 
and is irrevocable.   

Explanation of Provision43 

The provision modifies the effective date of the election provided under the Code.  Under 
the provision, a plan may elect an effective date that is any plan year beginning on or after 
January 1, 1999, and ending before January 1, 2008.  The provision also modifies the time period 
during which the plan must have satisfied the criteria for the election.  Under the provision, the 

                                                 
41  Code sec. 414(f).   
42  Code sec. 414(f)(6).   
43  Provisions similar to those in the Code are contained in section 3(37) of the Employee 

Retirement Income Security Act of 1974 ("ERISA").  The bill makes corresponding changes to ERISA.   
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criteria must have been satisfied for each of the three plan years immediately preceding the first 
plan year for which the election is effective with respect to the plan.  In addition, the provision 
provides that a plan making the election is treated as maintained pursuant to a collective 
bargaining agreement if a collective bargaining agreement, expressly or otherwise, provides for 
or permits employer contributions to the plan by one or more employers that are signatory to 
such agreement, or participation in the plan by one or more employees of an employer that is 
signatory to such agreement.         

In addition, the provision makes a technical correction to the description of one of the 
plans that is eligible to make the election.  Specifically, the technical correction provides that an 
election is available in the case of a plan sponsored by an organization which is described in 
Code section 501(c)(5) and exempt from tax under Code section 501(a) and which was 
established in Chicago, Illinois, on August 12, 1881.  

Effective Date 

The provision takes effect as if included in section 1106 of the Pension Protection Act of 
2006. 
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B. Modification of Requirements for Qualified Transfers 
(secs. 6612 and 6613 of the bill and sec. 420 of the Code)  

Present Law 

A pension plan may provide medical benefits to retired employees through a separate 
account that is part of such plan (“retiree medical accounts”). Generally, defined benefit plan 
assets may not revert to an employer prior to termination of the plan and satisfaction of all plan 
liabilities. However, section 420 of the Code provides that certain transfers of excess assets of a 
defined benefit plan to a retiree medical account within the plan may be made in order to fund 
retiree health benefits. A transfer that qualifies under section 420 does not result in plan 
disqualification, is not a prohibited transaction, and is not treated as a reversion. No transfer 
pursuant to section 420 may be made after December 31, 2013. 

Prior to the amendment of section 420 by the Pension Protection Act of 2006, transferred 
assets (and any income thereon) were required to be used to pay qualified current retiree health 
liabilities for the taxable year of the transfer. Among the requirements for such a transfer to be 
qualified is the requirement that the employer generally must maintain retiree health benefits at 
the same level for the taxable year of the transfer and the following four years (referred to as the 
minimum cost requirement). 

Pursuant to changes made by the Pension Protection Act of 2006, section 420 currently 
permits an employer to elect to make a "qualified future transfer" or a "collectively bargained 
transfer" rather than a "qualified transfer" (which generally is a transfer described in section 420, 
prior to amendment by the Pension Protection Act of 2006). A qualified future transfer permits 
transfers of excess pension assets under a single-employer plan to retiree medical accounts to 
fund the expected cost of retiree medical benefits for the current and future years. A collectively 
bargained transfer permits such transfers in the case of benefits provided under a collective 
bargaining agreement. Transfers must be made for at least a two-year period (referred to as the 
transfer period). In addition, a qualified future transfer or collectively bargained transfer must 
meet the requirements applicable to qualified transfers, with certain modifications to the 
requirements, one of which is the minimum cost requirement.   

In the case of a qualified future transfer, the minimum cost requirement is satisfied if, 
during the transfer period and the four subsequent years, the annual average amount of employer 
costs is not less than applicable employer cost determined with respect to the transfer.  An 
employer may elect to meet this minimum cost requirement by meeting the requirements as in 
effect before the amendments made by section 535 of the Tax Relief Extension Act of 1999 for 
each year during the transfer period and the four subsequent years.  In the case of a collectively 
bargained transfer, the minimum cost requirement is satisfied if each collectively bargained 
group health plan under which collectively bargained health benefits are provided provides that 
the collectively bargained employer cost for each taxable year during the collectively bargained 
cost maintenance period is not less than the amount specified by the collective bargaining 
agreement.  The collectively bargained employer cost is the average cost per covered individual 
of providing collectively bargained retiree health benefits as determined in accordance with the 
applicable collective bargaining agreement.  Thus, retiree medical benefits must be provided at 
the level determined under the collective bargaining agreement for the shorter of (1) the 
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remaining lifetime of each covered retiree (and any covered spouse and dependent), or (2) the 
period of coverage provided under the collectively bargained health plan for such covered retiree 
(and any covered spouse and dependent). 

Explanation of Provision 

In the case of a qualified transfer, the provision permits the transfer to satisfy the 
minimum cost requirement by satisfying the minimum cost requirement applicable to a 
collectively bargained transfer. This alternate method of satisfying the minimum cost 
requirement is only available if the transfer involves a plan maintained by an employer, which in 
its taxable year ending in 2005, provided health benefits or coverage to retirees and their spouses 
and the aggregate cost of such benefits or coverage which would have been allowable as a 
deduction to the employer is at least five percent of the gross receipts of the employer for such 
taxable year (or is a plan maintained by a successor to such employer). 

In addition, the provision makes technical corrections to section 420 to correct an internal 
cross-reference and to reflect the revisions made to the minimum funding requirements 
applicable to defined benefit plans under the Pension Protection Act of 2006. 

Effective Date 

The provision is generally effective for transfers after the date of enactment.  The 
technical corrections are effective as if included in the Pension Protection Act of 2006.   
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C. Extension of Alternative Deficit Reduction Contribution Rules 
(sec. 6614 of the bill and sec. 402(i) of the Pension Protection Act of 2006) 

Present Law 

Single-employer defined benefit pension plans are subject to minimum funding 
requirements under the Code.44  Prior to the enactment of the Pension Protection Act of 2006, the 
amount of contributions required for a plan year under the minimum funding rules was generally 
the amount needed to fund benefits earned during that year plus that year’s portion of other 
liabilities that are amortized over a period of years, such as benefits resulting from a grant of past 
service credit.  Additional contributions were required under the deficit reduction contribution 
rules in the case of certain underfunded plans. 

Under the Pension Protection Act of 2006, these minimum funding rules were replaced 
by new funding rules.  These new rules are generally effective for plan years beginning after 
December 31, 2007.     

Prior to the enactment of the Pension Protection Act of 2006, certain employers 
(“applicable employers”) were permitted to elect a reduced amount of additional required 
contribution under the deficit reduction contribution rules (an “alternative deficit reduction 
contribution”) with respect to certain plans for applicable plan years.  For purposes of the 
election, an applicable plan year was a plan year beginning after December 27, 2003, and before 
December 28, 2005, for which the employer elects a reduced contribution.  If an employer made 
such an election, the amount of the additional deficit reduction contribution for an applicable 
plan year was the greater of:  (1) 20 percent of the amount of the additional contribution that 
would otherwise be required; or (2) the additional contribution that would be required if the 
deficit reduction contribution for the plan year were determined as the expected increase in 
current liability due to benefits accruing during the plan year.  An applicable employer included 
an employer that is a commercial passenger airline. 

In the case of an employer which is a commercial passenger airline, the Pension 
Protection Act of 2006 extends the alternative deficit reduction contribution rules to plan years 
beginning before December 28, 2007. 

Explanation of Provision 

The provision extends the alternative deficit reduction contribution rules to plan years 
beginning before January 1, 2008.    

Effective Date 

The provision takes effect as if included in section 402 of the Pension Protection Act of 
2006. 

                                                 
44  Code sec. 412.  Similar rules apply to single-employer defined benefit pension plans under 

ERISA.   
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D. Modification of the Interest Rate for Pension Funding Rules 
(sec. 6615 of the bill and sec. 402(a) of the Pension Protection Act of 2006) 

Present Law 

Single-employer defined benefit pension plans are subject to minimum funding 
requirements under the Code.45 The Pension Protection Act of 2006 provides for new minimum 
funding rules, which are generally effective for plan years beginning after December 31, 2007.     

Under the new minimum funding rules, the minimum required contribution to a single-
employer defined benefit pension plan for a plan year generally depends on a comparison of the 
value of the plan’s assets with the plan’s funding target and target normal cost. The plan’s 
funding target is the present value of all benefits accrued or earned as of the beginning of the 
plan year. A plan’s target normal cost for a plan year is the present value of benefits expected to 
accrue or be earned during the plan year. In general, a plan has a funding shortfall if the plan’s 
funding target for the year exceeds the value of the plan’s assets (reduced, if applicable, by any 
prefunding balance and funding standard carryover balance). If the value of a plan’s assets 
(reduced by any funding standard carryover balance and prefunding balance) is less than the 
plan’s funding target for a plan year, so that the plan has a funding shortfall, the minimum 
required contribution is generally increased by a shortfall amortization charge.   

The shortfall amortization charge for a plan year is the aggregate total of the shortfall 
amortization installments for the plan year with respect to any shortfall amortization bases for 
that plan year and the six preceding plan years. A shortfall amortization base is generally 
required to be established for a plan year if the plan has a funding shortfall for a plan year. The 
shortfall amortization base for a plan year is (1) the plan’s funding shortfall, minus (2) the 
present value, determined using the segment interest rates (discussed below), of the aggregate 
total of the shortfall amortization installments (and, if applicable, waiver amortization 
installments) that have been determined for the plan year and any succeeding plan year with 
respect to any shortfall amortization bases (and waiver amortization bases) for preceding plan 
years. The shortfall amortization installments with respect to a shortfall amortization base for a 
plan year are the amounts necessary to amortize the shortfall amortization base in level annual 
installments over the seven-plan-year period beginning with the plan year.  The shortfall 
amortization installment with respect to a shortfall amortization base for any plan year in the 
seven-year period is the annual installment determined for that year for that shortfall 
amortization base.  Shortfall amortization installments are determined using the appropriate 
segment interest rates. 

The new minimum funding rules specify the interest rates and other actuarial assumptions 
that must be used in determining a plan’s target normal cost and funding target. Under the rules, 
present value is determined using three interest rates (“segment” rates), each of which applies to 
benefit payments expected to be made from the plan during a certain period. The first segment 
rate applies to benefits reasonably determined to be payable during the five-year period 
                                                 

45  Code sec. 412.  Similar rules apply to single-employer defined benefit pension plans under 
ERISA.   
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beginning on the first day of the plan year; the second segment rate applies to benefits reasonably 
determined to be payable during the 15-year period following the initial five-year period; and the 
third segment rate applies to benefits reasonably determined to be payable the end of the 15-year 
period. Each segment rate is a single interest rate determined monthly by the Secretary of the 
Treasury on the basis of a corporate bond yield curve, taking into account only the portion of the 
yield curve based on corporate bonds maturing during the particular segment rate period. In 
general, the corporate bond yield curve used for this purpose is to be prescribed on a monthly 
basis by the Secretary of the Treasury and reflects the average, for the 24-month period ending 
with the preceding month, of yields on investment grade corporate bonds with varying maturities 
and that are in the top three quality levels available. A special transition rule applies for plan 
years beginning in 2008 and 2009 (other than for plans first effective after December 31, 2007).   

In addition to the new minimum funding rules described above, the Pension Protection 
Act of 2006 also provided for special funding rules to apply for certain eligible plans. An eligible 
plan is a single-employer defined benefit pension plan sponsored by an employer that is a 
commercial passenger airline or the principal business of which is providing catering services to 
a commercial passenger airline. 

The plan sponsor of an eligible plan may make one of two alternative elections.  In the 
case of a plan that meets certain benefit accrual and benefit increase restrictions, an election 
allowing a 17-year amortization of the plan’s unfunded liability is available.  In lieu of this 
election, a plan sponsor may alternatively elect, for the first taxable year beginning in 2008, to 
amortize the shortfall amortization base for such taxable year over a period of 10 plan years 
(rather than 7 plan years) beginning with such plan year.  Under this alternative election, the 
benefit accrual and benefit increase restrictions do not apply.  This 10-year amortization election 
must be made by December 31, 2007.   

Explanation of Provision 

The provision provides that, in the case of a plan sponsor that elects to amortize the 
shortfall amortization base over a period of 10 plan years, the plan is to use an interest rate of 
8.25 percent for purposes of determining the funding target for each of the 10 plan years during 
such period (instead of the segment rates calculated on the basis of the corporate bond yield 
curve). 

Effective Date 

The provision takes effect as if included in section 402 of the Pension Protection Act of 
2006. 

 

 


