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Utilities, airports, hospitals, nursing homes, charter schools, and similar institutions are commonly organized in corporate form and operate like businesses.  Most are governed by a Board, the seats on which are filled by nomination or election by the remaining members of the Board.  However, many of these organizations perform governmental functions, are closely associated with local governments, and have long been treated as agencies or instrumentalities of political subdivisions.  The Internal Revenue Service (“IRS”), working with the Department of Labor (“DOL”) and the Pension Benefit Guaranty Corporation (“PBGC”), has developed draft regulations that, at least in the retirement area, would create a brighter line between entities that the IRS considers to be private and those that will be treated as governmental entities exempt from many IRS retirement plan qualification rules.  Some organizations that currently enjoy governmental status as an agency or instrumentality of a political subdivision may find it hard to fit within the proposed test the IRS recently set forth in its Advance Notice of Proposed Rulemaking on the Determination of Governmental Plan Status (“ANPRM”). 


Section 414(d) of the Internal Revenue Code (“Code”) defines a governmental plan as one that is “established or maintained for its employees by the Government of the United States, by the government of any State or subdivision thereof, or any agency or instrumentality of any of the foregoing.”
  However, § 414(d) does not define key terms that provide the basis for determining whether the entity sponsoring the plan is “governmental.” Thus, the IRS has resorted to various tests to classify an entity.


Current Plan Classification Methods

The courts have long applied the test from NLRB v. Natural Gas District of Hawkins County, Tennessee, 402 U.S. 600 (1971), to determine whether an entity is an agency or instrumentality of a State or political subdivision of a State, and therefore eligible to sponsor a governmental plan.  In Hawkins, the United States Supreme Court set forth a two-prong test: whether the entity has been “(1) created directly by the state, so as to constitute departments or administrative arms of the government, or (2) administered by individuals who are responsible to public officials or to the general electorate.”
  In addition to the two-prong test, the Supreme Court considered additional factors such as whether the utility’s property and revenue were exempt from State and local taxes, whether the utility was required to maintain public records, whether the utility’s commissioners were appointed by an elected county judge, and whether the utility had the power of eminent domain. 


The IRS has developed its own guidance for determining whether an entity is an instrumentality of a State or political subdivision.  For example, in Revenue Ruling 57-128, 1957-1 C.B. 311, the IRS provided guidance on determining when an entity is a governmental instrumentality for purposes of exemption from certain employment taxes.  The Revenue Ruling considered six factors: (1) whether the entity is used for a governmental purpose and performs a governmental function; (2) whether performance of its function is on behalf of one or more states or political subdivisions; (3) whether there are any private interests involved, or whether the states or political subdivisions involved have the powers and interests of an owner; (4) whether control and supervision of the organization is vested in a public authority; (5) if express or implied statutory authority is necessary for the creation and/or use of such an instrumentality; and (6) the degree of financial autonomy and the source of its operating expenses.
  Revenue Ruling 89-49, 1989-1 C.B. 117, applied similar factors to determine whether a retirement plan was a “governmental plan within the meaning of section 414(d),”
 but stated that one of the most important factors is the degree of control that a Federal or State government wields over the everyday operations of the entity.
  

The lack of specificity in the current definition of a governmental entity and the use of multiple tests have led to several issues regarding the classification of entities.  The IRS is concerned about a growing number of plans trying to take advantage of “governmental” status, but whose relationships to States or political subdivisions of States are increasingly remote.
  Additionally, the variety of approaches taken by courts and agencies to classify governmental entities has resulted in uncertainty for entities trying to ascertain what statutory and regulatory requirements apply to their retirement plans.
  In response to these issues, the IRS issued an ANPRM that suggests draft definitions and multi-factor tests intended to create a coordinated criterion to determine whether a retirement plan is a governmental plan within the meaning of § 414(d).
 
ANPRM Draft Definitions

The ANPRM provides draft definitions of several terms in § 414(d).  However, one specific term, “agency or instrumentality of a State or political subdivision of a State,” and the proposed test for determining whether an entity fits within the definition, may have the most impact on local entities such as utility boards and charter school systems.  In its current form, application of this “facts and circumstances” test might result in re-classification for some entities, causing major changes for retirement plans forced to comply with different requirements under the Code. 


The “facts and circumstances” test set forth in the ANPRM for determining whether an entity is an agency or instrumentality of a State or political subdivision under § 414(d) is comprised of “major” and “other” factors that encompass certain aspects of previous tests.  “Satisfaction of one or more of the factors is not necessarily determinative of whether an organization is a governmental entity.”
  The major factors are whether:
1. The entity’s governing body is controlled by a State or political subdivision;
2. The members of the governing board or body are publicly nominated and elected;
3. The entity’s employees are treated in the same manner as employees of the State (or political subdivision thereof) for purposes other than providing employee benefits (for example, the entity’s employees are granted civil service protection); 

4. A State (or political subdivision thereof) has fiscal responsibility for the general debts and other liabilities of the entity (including funding responsibility for the employee benefits under the entity’s plans); and
5. In the case of an entity that is not a political subdivision, the entity is delegated, pursuant to a statute of a State or political subdivision, the authority to exercise sovereign powers of the State or political subdivision (such as, the power of taxation, the power of eminent domain, and the police power).

As drafted, the first factor, that the entity’s governing body is controlled by a State or political subdivision, cannot be a “mere legal possibility.”
  The ANPRM states that control would be a mere legal possibility when there are intervening corporations between the entity and the State, or there are numerous governing entities, none of which could be found responsible in the event of a failure to exercise control.
 

In addition to the “major” factors, there are “other” factors to be considered, including whether: 
1. The entity is created by a State government or political subdivision pursuant to a specific enabling statute that prescribes the purpose and powers of the entity, and the manner in which the entity is to be established and operated;

2. The entity is directly funded through tax revenues or other public sources;

3. The entity is treated as a governmental  entity for Federal employment tax or income tax purposes (for example, whether the entity has the authority to issue tax-exempt bonds under section 103(a) of the Code) or under other Federal laws;

4. The entity’s operations are controlled by a State or political subdivision;

5. The entity is determined to be an agency or instrumentality of a State or political subdivision thereof for the purposes of State law (for example, the entity is subject to open meetings laws or the requirement to maintain public records that apply only to governmental entities, or the State attorney general represents the entity in court under a State statute that only permits representation of State entities); 
6. The entity is determined to be an agency or instrumentality of a State or political subdivision thereof by a State or Federal court for purposes other than § 414(d);
7. A State, or political subdivision thereof, has the ownership interest in the entity and no private interests are involved; and

8. The entity serves a governmental purpose.


The IRS sought comments on whether any final regulations should eliminate the proposed distinction between main and other factors.
  It also asked for input on the order and application of the main and other factors.  Additionally, the IRS sought comments on whether the final regulations should include a safe harbor standard or “bright-line” test that would allow an entity to be treated as an agency or instrumentality if it satisfies certain factors.
  The factors the IRS expressed interest in include: (1) whether a majority of the entity’s governing board is controlled by a State or political subdivision thereof or is elected through periodic, publicly-held elections and (2) whether a State or political subdivision has fiscal responsibility for the general debts and other liabilities of the entity.
  The ANPRM states that a safe harbor provision might only be available to entities created by a State government or political subdivision pursuant to a specific enabling statute.


The IRS also proposed three new requirements for “establishing and maintaining” a § 414(d) governmental plan.  First, the plan must be established and maintained by an employer within the meaning of § 1.401-1(a)(2) of the Income Tax Regulations.  This requires, for a qualified pension, profit-sharing, or stock bonus plan, that there be a definite written arrangement of the plan communicated to the employees.
  Second, the employer must be a governmental entity.  Third, the only participants who may be covered by the plan are employees of the governmental entity.
  This final requirement may be a concern for some entities, and the IRS asked for comments on whether there should be special rules in place for existing practices where a small number of private employees participate in what would otherwise be a governmental plan.


The proposed changes in the ANPRM could result in some entities losing their governmental statuses.  Accordingly, the ANPRM provides draft rules governing the transition of plans from private to governmental and governmental to private.  The IRS proposes that “if an employer becomes a governmental entity or a governmental entity becomes the employer under the plan…, the plan will be treated as a governmental plan established by a governmental employer on the date of the change.”
  The Treasury Department and the IRS anticipate that there will be a reasonable transition period following the final regulations for a plan to revise its arrangement to avoid the adverse tax consequences of failing to comply with newly applicable Code requirements.

Conclusion

Entities that are currently classified as agencies or instrumentalities of a State or political subdivision, such as airports, charter schools, and utility districts, need to be aware of the draft amendments in the ANPRM.  Not only may plan classifications change, resulting in a new set of rules by which plan administrators must abide, but there would be a limited time period for plan administrators to complete the transition.  However, the definitions and tests in the ANPRM are not final.  The next step is expected to be a proposed regulation, including a further opportunity for comment. 
Qualification requirements that do not apply to governmental plans
· Title I and IV of ERISA

· § 401(a)(10)(B)(iii) exempting governmental plans from the top heavy requirements of § 416

· §§ 401(a)(5)(G) and 401(a)(26)(G) exempting governmental plans from minimum participation standards and nondiscrimination requirements

· § 410(c)(1)(A) exempting governmental plans from the minimum participation provisions of § 410
· § 412(e)(2)(C) exempting governmental plans from minimum funding standards of § 412

· § 403(b)(1) exclusion allowance

· § 403(b)(12)(C) exempting governmental plans from the nondiscrimination requirements of § 403(b)(12)
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