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MARKET TREND: Congress continues to allow access to excess 

pension assets to fund retiree welfare benefits. 

 

SYNOPSIS: The recently enacted “Moving Ahead for Progress in the 

21st Century Act” amended (1) Internal Revenue Code (“Code”) §420 to 

permit the use of excess pension assets to fund retiree group-term life 

insurance benefits, and (2) Code §79(f) to exclude from a retiree’s 

gross income the cost of providing group-term life insurance 

purchased using transferred excess pension assets.  

 

TAKE AWAYS:  Employers with well-funded defined benefit plans 

should explore the possibility of using excess pension assets to 

establish or pay for existing group-term life insurance benefits 

available for retirees.  This appears to be an extremely efficient 

approach to address both the excise tax under Code §4980, which 

applies to employer reversions of plan assets, and the provision of 

group-term life insurance benefits to retirees.  
 
SUMMARY 

Prior to the enactment of the “Moving Ahead for Progress in the 21st Century Act” 

(the “Act”) on July 6, 2012, Code §420 generally permitted certain transfers of 

excess assets of a defined benefit plan, including a multiemployer plan, to a retiree 

medical account within the plan to fund retiree health benefits.  If the applicable 

requirements under Code §420 were satisfied, the transfer would not cause the 

plan to lose its tax qualified status or be treated as a prohibited transaction, and the 

amount of the transfer would not be included in the employer’s gross income or be 

subject to the excise tax on reversions.   

 

The Act amended Code §420 to do two things: (1) allow transfers of excess pension 

assets to fund retiree group-term life insurance that is excludable from the retired 

employee’s gross income under Code §79, and (2) extend the period in which 

transfers of excess pension assets may be used to fund retiree health and group-

term life insurance benefits from December 31, 2013 to December 31, 2021.   

Generally, the rules below apply equally to transfers of excess pension assets to 

fund retiree health benefits and transfers to fund retiree group-term life insurance 



benefits.  The rules, however, apply separately for each type of transfer.   

1. What Pension Plan Assets May Be Used to Fund Retiree Group-Term 

Life Insurance?   

 

Only “excess pension assets” may be used to fund retiree group-term life insurance. 

The term “excess pension assets” generally means the excess, if any, of the value of 

the plan's assets over 125% of the sum of the plan's funding target and target 

normal cost for the plan year.  The value of plan assets for this purpose is the lesser 

of fair market value or actuarial value. 

 

2. How Many Transfers May Be Made Each Year? 

In each taxable year, one transfer of excess pension assets may be made to fund 

retiree group-term life insurance benefits, and one transfer may be made to fund 

retiree medical benefits.   

3. Are Excess Pension Assets Transferred To Fund Retiree Group-Term 

Life Insurance Tax Deductible to the Employer? 

No.  Since the contributions to the pension plan were tax deductible, and the 

earnings on those contributions have not been taxed, the employer is not entitled to 

any tax deduction when those amounts are used to pay for retiree group-term life 

insurance. 

 

4. What Is the Maximum Amount of Excess Pension Assets that May Be 

Transferred Each Year? 

 

The maximum amount of excess pension assets that may be transferred in a taxable 

year to fund retiree group-term life insurance is the amount reasonably estimated 

to be required to pay for retiree group-term life insurance benefits for that year that 

would be excludable from the retired employee’s gross income under Code §79, and 

that would have been allowable as a deduction to the employer for such taxable 

year if such benefits were provided directly by the employer and the employer used 

the cash receipts and disbursements method of accounting.  Thus, generally only 

group-term life insurance that is not in excess of $50,000 and is not otherwise 

discriminatory may be purchased with excess pension assets.   

 

The maximum amount of excess pension assets that may be transferred in a taxable 

year to fund retiree health benefits is the amount reasonably estimated to be 

required to pay for health benefits provided to retired employees who, immediately 

before the qualified transfer, are entitled to receive such benefits by reason of 

retirement and who are entitled to pension benefits under the plan, and their 

spouses and dependents, and that would have been allowable as a deduction to the 

employer for such taxable year if such benefits were provided directly by the 

employer and the employer used the cash receipts and disbursements method of 

accounting.     

 

See Question 9 below, however, for circumstances under which a greater amount of 

excess pension assets may be used to fund future and collectively bargained retiree 

health and life insurance benefits.   



 

5.  How Must the Transferred Excess Pension Assets Be Used?  

 

Transferred excess pension assets (and any income thereon) must be used to fund 

group-term life insurance benefits for the taxable year of the transfer.  Transferred 

amounts generally must benefit pension plan participants who are entitled upon 

retirement to receive retiree group-term life insurance benefits.  However, retiree 

group-term life insurance benefits of “key employees” may not be paid out of 

transferred assets.  For this purpose, a “key employee” means an employee who, at 

any time during the plan year, is an officer of the employer having compensation 

greater than $165,000 (which is indexed for inflation), a 5% owner of the employer, 

or a 1% owner of the employer having compensation greater than $150,000.  

Amounts not used to pay group-term life insurance benefits for the taxable year of 

the transfer must be returned to the general assets of the plan.  The amount not 

used is not includible in the gross income of the employer, but the employer is 

subject to a 20% excise tax on the unused amount under the rules in Code §4980 

that apply to employer reversions of plan assets.    

6. Is There A Plan Vesting Requirement? 

As a condition to making a qualified transfer to fund retiree group-term life 

insurance benefits, the accrued retirement benefits under the pension plan must 

become 100% vested in the same manner as would be required if the plan 

terminated immediately before the transfer (or in the case of a participant who 

separated in the one-year period ending on the date of the transfer, immediately 

before the separation). 

7. Is There A Minimum Cost Requirement?  

As a condition to being able to transfer excess pension assets to pay for retiree life 

insurance benefits, the employer must maintain a minimum cost for retiree group-

term life insurance benefits for the taxable year of the transfer and for the following 

four years.  The minimum level is generally equal to the cost per participant for 

retiree coverage for each of the two taxable years before the transfer of excess 

pension assets.  

8. Is There A Notice Requirement? 

ERISA Section 101(e) requires that at least 60 days before the date of a qualified 

transfer, the employer must notify the Department of Labor, the Internal Revenue 

Service, employee representatives, and the plan administrator of the transfer, and 

the plan administrator must notify each plan participant and beneficiary of the 

transfer.  

 

9. May Excess Pension Assets Be Used To Fund Future and Collectively 

Bargained Retiree Health and Life Insurance Benefits? 

 

Yes, an employer may elect to transfer excess pension assets to fund the expected 

cost of retiree health and group-term life insurance for a period from 2 to 10 

consecutive years (the “transfer period”) or collectively bargained health and life 

insurance benefits.  The rules applicable to current year transfers of excess pension 



assets generally apply to transfers to fund future and collectively bargained health 

and life insurance benefits, except that the definition of “excess pension assets” is 

expanded to include plan assets that exceed 120% of the sum of the plan’s funding 

target and normal cost for the plan year (and the plan’s funded status must be 

maintained at that level throughout the transfer period).  In addition, the minimum 

cost requirement is modified.  A set of specific rules also applies to transfers to 

fund collectively bargained health and life insurance benefits that are generally 

intended to modify the rules described above to coincide with the employer’s 

obligations under the collective bargaining agreement.    

 

10. Does The New Law Affect The Manner In Which Life Insurance 

Benefits Funded With Excess Pension Assets Are Taxed? 

 

Yes.  Prior to the enactment of the Act, pension plans could provide life insurance 

benefits for employees (including retirees) of the employer maintaining the plan, 

provided that the benefits were incidental to the retirement benefits provided 

under the plan.  The cost of life insurance provided through a pension plan, 

however, generally was taxable to the employee.  The Act amended Code §79(f) to 

provide that this general rule does not apply to group-term life insurance 

purchased with transferred excess pension assets, provided that the cost of the 

insurance coverage is excludable from the retired employee’s gross income under 

Code §79.   

 

TAKE AWAYS 

Employers with well-funded defined benefit plans should explore the possibility of 

using excess pension assets to establish or pay for existing group-term life 

insurance benefits available for retirees.  This appears to be an extremely efficient 

approach to address both the excise tax under Code §4980, which applies to 

employer reversions of plan assets, and the provision of group-term life insurance 

benefits to retirees.  

 

In order to comply with requirements imposed by the IRS which 
may apply to the Washington Report as distributed or as re-
circulated by our members, please be advised of the following: 
 
THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE 
USED, AND IT CANNOT BE USED, BY YOU FOR THE PURPOSES 
OF AVOIDING ANY PENALTY THAT MAY BE IMPOSED BY THE 
INTERNAL REVENUE SERVICE.  

In the event that this Washington Report is also considered to be a 
“marketed opinion” within the meaning of the IRS guidance, then, 
as required by the IRS, please be further advised of the following: 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE 
PROMOTIONS OR MARKETING OF THE TRANSACTIONS OR 
MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, BASED 
ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 
ADVICE FROM AN INDEPENDENT TAX ADVISOR.   

  

 


