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         APRIL 2003

Given the current tumultuous state of affairs at many of our member airlines, much of the R&I Department’s attention has been focused on formulating and advancing proposals to address the pension funding crisis plaguing our industry.  Also on our legislative radar is the issue of a permanent replacement for the 30-year Treasury bill.  A summary of our proposal to mitigate the funding crisis for airline pension plans as well as an update on the current status of the treasury bill issue are included in this newsletter.  We will continue to closely monitor these legislative activities and update you as soon as developments warrant.








David R. Vance, Director







Retirement & Insurance Department
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NEW CONTRACTS
US AIRWAYS 
The following are highlights of additional cost-reducing measures implemented since the July 2002 Restructuring Agreement.  Unless indicated otherwise, these changes are effective January 1, 2003.

· Medical

· Cross-application of in- and out-of-network expenses toward satisfaction of deductibles and out-of-pocket maximums eliminated.

· Percentile for determination of reasonable and customary (R&C) charges reduced from 90th to 80th percentile.

· Employee’s co-pay for non-formulary brand prescriptions increased from $30 to $35 for retail prescriptions, $60 to $70 for mail order.

· Increase in co-pays, deductibles and out-of-pocket maximums as of 2006 (based on current projections for 2006), fixed thereafter through 2008.

· Premium equivalents through 2008 adjusted based on higher trend assumptions.

· Premium equivalents determined separately for actives, pre-65 retirees and post-65 retirees; fixed through 2008.

· Company to subsidize 85% of the cost of Plan 1 (80% in-network/60% out-of-network option) as base plan.  Pilots electing Plan 2 (90%/60% option) or Plan 3 (100%/60% option) pay 15% of the cost of Plan 1 plus 100% of the difference in the cost between Plan 1 and plan elected.

· Dental

· Premium equivalents through 2008 adjusted based on higher trend assumptions.

· Employee contributions fixed at 15% of cost.

· Life Insurance

· All retiree life insurance eliminated.

· Long-Term Disability

· Monthly benefits capped at $7,500.

· Elimination period changed to 6 months, with no elimination period for reoccurrence of same disability within 90 days of returning to work.

· Loss of License

· Benefit eliminated

· Retirement

· Defined benefit plan terminated effective March 31, 2003.

· A follow-on defined contribution plan to take effect as of April 1, 2003.

· Contributions to new plan based on a target balance of 50% FAE, 1.8% for first 25 years and 1.0% for years 26-30.  FAE defined as the 36 consecutive months of the 120 months immediately preceding age 60 during which pilot had highest earnings.

· Amounts equal to 2003 contributions to the defined contribution plan to be paid into an escrow account in the event defined benefit plan is restored.  If plan is restored, escrowed funds will be returned to the Company.  If the plan is not restored by December 31, 2003, escrowed funds will be paid to the new plan on that date.

· Annual contributions capped at 100% of earnings for pilots hired before January 1, 1998.  A special formula for calculating contributions applies to currently furloughed pilots that were hired before January 1, 1998 if they return to active service.

· Pilots hired on or after January 1, 1998 will have an annual contribution rate of 10% of earnings.  

· Targeted balance to be offset by the estimated value of other benefits, including PBGC benefits, old Target Benefit Plan benefits, Shuttle B-Plan benefits.

· Contributions that exceed qualified plan limits to be contributed to a new non-qualified excess plan.  Previous non-qualified plan will be terminated and payments will permanently cease effective March 31, 2003.

UNITED AIRLINES 

On April 11, 2003, the UAL ALPA membership ratified a Restructuring Agreement, effective May 1, 2003, that includes the following R&I provisions:

· Medical

· PPO plan to replace current indemnity plan.

· Pilots to contribute 20% of the cost of the plan, with “cost” to be based on utilization of active employees and pre-Medicare eligible retirees.

· Four coverage tiers to be introduced.

· Increases in pilot contributions will not exceed 7% of prior year’s contribution.

· Pilots electing HMO alternatives, if available, will pay the cost of the HMO option less the Company contribution to the cost of the PPO option.

· In-network deductibles ($250/$500), coinsurance (80%/20%), out-of-pocket limits ($1,500/$3,000) and lifetime maximum (unlimited) same as current indemnity plan.

· Out-of-network coinsurance at 60%/40%; deductibles and out-of-pockets limits same as in-network.  Lifetime maximum reduced to $500,000 for out-of-network expenses incurred on or after May 1, 2003.

· Coverage for FAA-required physicals eliminated.

· Retail prescriptions subject to in-network deductibles and coinsurance with mandatory use of mail order program after 90 days.  Mail order co-pay $15/generic or $45/brand for 90-day supply.  Increases in co-pays not to exceed 7% over prior year’s co-pay.

· Maintenance of benefits (non-duplication) provision will apply to plan participants with other group coverage (when United coverage is secondary).

· Dental

· PPO plan to continue with no changes to deductibles, coinsurance and annual/lifetime maximums.

· Four coverage tiers to be introduced.

· Pilots to contribute 20% of the cost of the plan. 

· Increases in pilot contributions will not exceed 7% of prior year’s contribution.

· Maintenance of benefits (non-duplication) provision will apply to pilots with other group coverage.

· DHMO alternative to be offered. Pilots electing alternative coverage will pay cost of DHMO option, less the Company contribution to the cost of the PPO option.

· Survivor Medical/Dental Benefits

· Pilots who die after May 1, 2003 must have had at least 10 years of service for eligible dependents to receive coverage.

· Long Term Disability

· After first 72 months of disability, continued eligibility is based on pilot’s inability to perform any occupation for which the pilot is reasonably qualified by training, education or experience, and which produces an annual income, from an employer whose place of employment is within the local economy of the pilot’s residence, no less than 75% of the pilot’s pay on which the disability benefit was based.

· Benefit reduced by pilot’s Family Social Security Benefit, Workers’ Compensation, state disability benefits and benefits from the A-plan (based on optional form elected by pilot without reduction for distribution of the Partial Lump Sum Amount).

· Previous LTD plan provisions continue to apply to pilots who, on April 30, 2003, are receiving LTD benefits, or are grounded and exhausting sick and vacation leave in advance of receiving LTD benefits.

· Retirement

· Defined benefit plan – Effective June 1, 2003, formula reduced from [1.5% x FAE(36) x Years of Participation] to [1.35% x FAE(36) x Years of Participation capped at 30 years].  Pilot can never receive less than accrued benefit as of May 31, 2003.

· Defined contribution plan – Company contribution reduced from 11% to 9% of pay.

· Retiree Medical (applies to pilots retiring on or after July 1, 2003)
· Eligibility limited to pilots age 50 with at least 10 years of service.

· For pre-Medicare coverage, same plan as active pilots with contributions based on years of service: Less than 20 years of service – retiree pays 80% of cost; 20 – 24 years of service, retiree pays 60%; 25+ years of service, retiree pays 40% of cost. Retirees electing HMO option pay total cost of HMO plan minus the amount Company would have contributed for coverage under the PPO.

· For post-Medicare coverage, retiree may elect from one or more Medicare supplements offered, with retiree paying full cost minus Company contribution of $90/month.  Retiree cost will increase annually as cost of plan increases. 

· Retiree Life Insurance

· Eligibility limited to pilots age 50 with at least 10 years of service.

· $10,000 benefit at retirement and thereafter.

· Success Sharing Programs

· Performance Incentive Program effective beginning in 2004 under which pilots may receive payments of 2.5%, 5% or 10% of compensation, depending on whether and at what level Company meets performance targets.

· Profit Sharing Program effective beginning in 2005 under which pilots may receive payments of up to 8% of compensation, depending on Company’s profits.
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LEGISLATIVE & LEGAL UPDATE

ALPA AND AIRLINES PURSUE 

PENSION FUNDING REFORM 

ALPA is working with the major network carriers, United, Delta, Northwest, Continental and American, to enact meaningful pension legislation this year directed at solving the current pension funding crisis.  Since our proposal, summarized below, amends the Internal Revenue Code, our efforts have been primarily focused on the Senate Finance Committee and the House Ways and Means Committee.  Our goal is to attach the proposed legislation to any pension or tax legislation that may be introduced this year.

Problem.  Defined benefit plans, particularly in the airline industry, are facing an unprecedented pension funding crisis.  This crisis has already resulted in US Airways terminating the pilots’ defined benefit plan, raising fears that plans at other airlines are soon to follow.  The termination of the pilots’ defined benefit plan at US Airways resulted in pilots losing significant retirement benefits and significant liability being transferred to the Pension Benefit Guaranty Corporation.

This crisis is not the result of employers failing to adequately fund their pension plans during the 1990’s.  Airline defined benefit plans were well-funded, or fully funded, in the years 1999 and 2000.  Throughout this article, references to funding levels are based on the ratio of the market value of assets to current liability.  However, by 2002, the three years of declining stock markets and record low interest rates caused the level of funded benefits to drop at all airlines.  Record losses in the airline industry beginning in 2001 have caused airline liquidity to dwindle, reducing available funds for use to fund retirement plans in 2002 and 2003.  According to the Air Transport Association ("ATA"), the industry lost $7.7 billion in 2001 and an estimated $10.0 billion in 2002.  The ATA's base forecast for 2003 is an industry net loss of $6.7 billion.  Sizeable shortfalls in funding and low liquidity have created a pension funding crisis in the airline industry.

The current case study is US Airways.  In 1999, the US Airways pilots’ plan had enough assets to cover 97% of benefit liabilities.  In 2000, the plan was more than fully funded, with assets covering 104% of benefit liabilities.  By 2002, the level of funding dropped to 74% and it is estimated that as of January 1, 2003, the plan was only 50% funded.  Because the benefit funding level is less than 80%, so-called "deficit reduction" funding laws kick in, requiring the airline to make extraordinary additional pension contributions, which it cannot currently afford.  From 1997 through 2002, the funding rules under the Internal Revenue Code and ERISA did not require US Airways to make any contribution to the pilots’ plan, but now due to the poor market performance and low interest rates, it was estimated that the funding obligation would have been $365 million for 2003 and $389 million for 2004.  The inability to pay the additional pension contribution was the main factor in US Airways seeking to terminate the pilots’ pension plan.  

US Airways is not alone in facing astronomical increases in pension contributions this year.  In 1999 and 2000, the defined benefit plans sponsored by most other airlines were also at or in excess of 100% funding, but by the end of 2002, saw their funding levels drop significantly.  In one plan, for example, the funding level exceeded 140% in the year 2000, but is now estimated to be less than 80%.   

It is important to point out that all of these plans, including the US Airways pilots’ plan, met the minimum funding requirements of the Employee Retirement Income Security Act (ERISA) and the Internal Revenue Code.  In fact many of these plans, including the US Airways pilots’ plan, had significant credit balances in their funding standard account at the beginning of 2002.  This is an indication that they had been funded in excess of the minimum funding requirements in prior years.  However, current low interest rates and abysmal market performance have combined to create this pension funding crisis.  Interest rates are at levels not seen since the 1960's, and stocks are experiencing the longest and deepest bear market since the Great Depression.  Additionally, the airline industry is experiencing record losses, with the losses far exceeding losses sustained during the 1992 recession, when losses exceeded all profits earned over the entire airline industry's 60-year history.  The war in Iraq has tempered any hopes of an economic recovery in the near term.  According to the ATA, as a result of the war, the industry will lose between $10.7 billion and $13.0 billion in 2003.  Employers, and in particular airline carriers, are now required to contribute additional funding to pension plans when they can least afford to pay.  

Current Law.  Single employer defined benefit plans with a certain level of unfunded current liability are required to be funded more rapidly than other single employer plans.  If the funding level of a defined benefit plan is less than 80%, an employer is required to make additional pension contributions called "deficit reduction contributions".  These additional pension contributions are creating enormous financial pressures on airlines at a time when the airline industry is having record losses and is least able to afford the contributions.  

Present law contains two methods of allowing employers to restructure their pension obligations.  However, neither of these methods could help US Airways, and may not be sufficient to help other airlines.  The traditional funding waiver permitted under the Internal Revenue Code and ERISA merely defers the minimum funding requirement, by permitting an employer to amortize the waived amount over five plan years.  In the case of US Airways, this created a higher funding obligation for subsequent years, when the airline would still be faced with these extraordinary additional pension obligations.  For example, last fall, prior to pilot concessions that reduced future pensions, the pilot pension obligation at US Airways for 2005 was estimated to be $680 million, but with two consecutive waivers in 2003 and 2004, the 2005 pension obligation was estimated to increase 40.7% to $957 million.  The projected 2006 pension obligation would have increased 117% - instead of $582 million, the obligation would have been $1.2 billion.  Obviously, the traditional waiver was not a viable option for US Airways in order to successfully emerge from bankruptcy.  The extension of the amortization period for certain unfunded liabilities permitted under the Internal Revenue Code and ERISA likewise is not sufficient relief to help the airlines through this temporary funding crisis.   

Solution.  We believe that this pension funding crisis is only temporary.  Given sufficient time, stock market performance will improve, interest rates will rise and the airline profitability will return.  Therefore, the airlines and the Air Line Pilots Association propose a special funding rule for certain defined benefit plan maintained by commercial passenger airlines.  This special funding rule would be available for any plan maintained by a passenger airline if the plan has a funded percentage of less than 80% as of January 1, 2003.  For this purpose, the funded percentage is calculated using the market value of assets (excluding receivable contributions) as of January 1, 2003 and current liability is calculated using a 6.65% interest rate.  

First, we propose that for eligible passenger airline plans, a moratorium be placed on the additional funding charge under Section 412(l) of the Internal Revenue Code for five years, beginning with the first plan year beginning after December 27, 2002.  Under this proposal, Section 412(l)(9) would be amended to provide that the funded current liability level of all eligible airline plans would be deemed to be 90% for the five-year moratorium period beginning with the first plan year beginning after December 27, 2002.  Under current law, the additional funding charge does not apply for plans that are at least 90% funded.  This moratorium would relieve the extraordinary funding pressures created by the historically low interest rates, three consecutive years of stock market losses, and unprecedented losses in the airline industry.  During the moratorium, airlines will be required to contribute at least the minimum funding contribution under ERISA, ignoring the additional funding charge under Code Section 412(l).  If a plan’s actual funded current liability for any plan year during the moratorium is at least 90%, the moratorium will end with respect to that plan as of the last day of the previous plan year.  

Second, we propose a mechanism to mitigate the effect of the additional funding charge applicable when a plan emerges from the five-year moratorium.  We propose that when the moratorium ends, a plan would create a 2003 unfunded current liability equal to the unfunded current liability as of the first day of the first plan year beginning after December 27, 2002, with interest from the first day of that plan year to the first day of the plan year in which the moratorium ends.  This 2003 unfunded current liability would be considered the unfunded old liability and would be amortized over 20 years.  Under this proposal, if a plan's actual funded current liability is at least 90% for any plan year during the amortization period, this unfunded old liability with respect to that plan would be considered fully amortized.

Third, we propose that any commercial passenger airline defined benefit plan that has terminated in the 2003 calendar year will be restored and eligible for the moratorium and the 20-year amortization, unless the collective bargaining agreement provides that the plan will not be restored.  The only defined benefit plan sponsored by a passenger airline that has terminated in 2003 is the US Airways pilots plan.  

Fourth, we propose that the unamortized portion of a funding waiver be treated as a plan asset for purposes of calculating the deficit reduction contribution under Code Section 412(l).  Under current law, the unamortized portion of the waiver cannot be treated as a plan asset.  As a result, the unfunded current liability is overstated, which causes the additional funding charge under the deficit reduction contribution to be overstated as well.  Under our proposal, the recognition of the waiver in the deficit reduction calculation will result in a more appropriate deficit reduction contribution.  

Strengthening Pension Funding.   If temporary relief is enacted to help during the near future, airlines will be in a position to once again contribute significant amounts to their pension plans.  We propose that the funding rules for defined benefit plans be strengthened, by permitting airlines to make larger contributions to plans.  To achieve this result, we propose that airlines be permitted to fund plans by anticipating cost-of-living increases in the limitations under Code Section 415 and 401(a)(17) in their calculation of the plan's funding obligation.  The current funding rules do not permit the plan actuary to anticipate such increases.  

Additionally, we propose that the current full funding limitation be replaced with one that permits airlines to contribute more to defined benefit plans.  Under current law, contributions cannot be made to a plan if the assets exceed the plan's accrued liability (including normal cost).  We propose that the full funding limitation be based on the present value of all future benefits.

We also propose that airlines be permitted to make deductible contributions to a plan until the plan's assets equal 130% of the current liability (instead of the existing 100% restriction).  

NORTHWEST AIRLINES SEEKS APPROVAL TO 

MAKE IN-KIND CONTRIBUTION TO PENSION PLANS
Northwest Airlines maintains three pension plans for its employees: the Pilot Plan, a Contract Plan covering all other collectively bargained employees, and a Salaried Plan covering management employees.

Faced with the looming obligation to make hundreds of millions of dollars in contributions for the 2002 plan year, payable in 2003, Northwest has requested a waiver of the minimum funding rules with regard to its 2003 contributions to the Contract Plan and Salaried Plan.  In addition, Northwest has requested approval from the Department of Labor to make its 2002 contribution to the Contract Plan and Salaried Plan (no contributions are required for the Pilot Plan for the 2002 plan year) by contributing the stock of its regional carrier, Pinnacle Airlines, in lieu of cash.  In-kind contributions to qualified plans are generally prohibited unless an exemption is granted.  

If Northwest is granted an exemption permitting it to contribute Pinnacle stock in lieu of cash, it will be faced with another obstacle.  Current pension regulations restrict the amount of employer securities that may be held in a pension trust to 10% of assets.  In order for Northwest to make its entire 2002 contribution to the Contract and Salaried Plans in stock without exceeding this limitation, a portion of the Pilots Plan would also have to invest in stock because all three plans are part of one Master Trust. The pilots collective bargaining agreement currently prohibits Northwest from investing pilot pension trust assets in employer securities or securities of any aviation-related companies.  

The Northwest MEC is currently evaluating the financial condition of Northwest and Pinnacle to determine if agreeing to allow a portion of the Pilot Plan to be invested in Pinnacle stock would be in the best interest of Northwest pilots.  Without ALPA’s consent, Northwest would have to make a large part of its 2002 contribution in cash even if the pending request for approval of the in-kind contribution is approved by the Department of Labor.

REPLACEMENT OF THE 30-YEAR TREASURY RATE

As many of you are aware, the 30-year Treasury rate is used for several purposes in administering defined benefit plans (“A-Plans”).  Lately there has been much discussion regarding replacing the 30-year Treasury rate with another index.  There have been many ideas as to what the appropriate replacement should be.  In this article we discuss the one bill that has actually been proposed in Congress.

Representatives Rob Portman (R-OH) and Benjamin L. Cardin (D-MD) have introduced a bill called the “Pension Preservation and Savings Expansion Act”.  Among other things, this bill provides for a replacement of the 30-year Treasury rate.

The 30-year Treasury rate is primarily used three ways in administering defined benefit plans:

1. Calculating minimum lump sum payments to participants.

2. Determining a portion of the annual cash funding requirement for the plan in certain circumstances.

3. Calculating a portion of the premium paid to the Pension Benefit Guaranty Corporation (PBGC) to insure benefits from the plan in certain circumstances.

The government stopped selling 30-year Treasuries around October 2001.  Prior to February 19, 2002 the 30-year Treasury rate quoted by the Internal Revenue Service (for purposes of defined benefit plans) was based on the 30-year constant maturity Treasury rate as quoted by the Treasury Department.  Beginning February 19, 2002 the Internal Revenue Service replaced that measure with the daily yield on the Treasury maturing in February 2031.

The bill introduced by Reps. Portman and Cardin provides for the 30-year Treasury rate to be replaced by a “rate of interest on amounts conservatively invested in long-term corporate bonds, based on one or more indices, as determined from time to time by the Secretary.”  The Secretary referred to in this legislation is the Secretary of the Treasury.

Since the proposed measure is based on corporate bond rates, it is expected to produce higher rates than the one based on the 30-year Treasury rate.  A higher interest rate means:

1. Lower lump sums compared to those based on the 30-year Treasury rate (since the interest rate is used to discount an annuity payment stream to produce a lump sum equivalent amount).  The proposed legislation provides for a phase-in of the new index with respect to lump sum calculations.  The existing 30-year Treasury rate would continue to be used for lump sums until 2006.  Beginning in 2006, the rate would be the 30-year Treasury rate plus 20% of the excess of the new rate over the 30-year Treasury rate.  In 2007 it would be the 30-year Treasury rate plus 40% of the excess of the new rate over the 30-year Treasury rate.  In 2008 it would be the 30-year Treasury rate plus 60% of the excess of the new rate over the 30-year Treasury rate.  In 2009 it would be the 30-year Treasury rate plus 80% of the excess of the new rate over the 30-year Treasury rate.  If the new index produces a lower interest rate than the 30-year Treasury rate (which is unlikely), the new index rate will be used.  Beginning in 2010 the new index would be completely phased-in.

2. Potentially lower cash funding requirements.  An additional cash funding requirement (called an Additional Funding Charge) is triggered if the “funded status” of a defined benefit plan falls below certain levels.  In measuring the plan’s liabilities for this purpose, an interest rate based on a 4-year weighted average of the 30-year Treasury rate must be used.  Prior to 2002 the plan’s actuary could use an interest rate equal to 105% of this 4-year weighted average.  To provide temporarily relief from the Additional Funding Charge, Congress passed a law allowing actuaries to use 120% of the 4-year weighted average for plan years beginning in 2002 and 2003.  Higher interest rates result in lower plan liabilities.  The proposed corporate bond rate index would be used for plan years starting in 2004.  It should be noted that just because a plan is not subject to the Additional Funding Charge does not mean there are no cash contributions required.  Defined benefit plans are always subject to the regular minimum funding standards of the Employee Retirement Income Security Act of 1974 (ERISA).  If more money is contributed in earlier years, less money will generally need to be contributed in later years.  The Additional Funding Charge does not really affect the true cost of the plan, just the timing of the contributions.

3. Potentially lower PBGC premium requirements.  For plans that are considered underfunded based on PBGC’s measurements, the plan sponsor must pay a variable rate PBGC premium based on the amount of underfunding.  In measuring the plan’s liabilities for this purpose, an interest rate equal to the 30-year Treasury rate immediately prior to the beginning of the plan year must be used.  Prior to 2002 the plan’s actuary was required to use an interest rate equal to 85% of this rate.  To temporarily reduce the variable rate PBGC premium, Congress passed a law allowing actuaries to use 100% of the rate for plan years beginning in 2002 and 2003.  The proposed corporate bond rate index would be used for plan years starting in 2004.

While the new interest rate index would be used starting in 2004 for funding and PBGC premium purposes, the Portman-Cardin bill provides for an extensive phase-in period with respect to lump sum application.  There is no guarantee that this bill (or any other bill) will be passed, or that if it is passed it will be passed as proposed.  We expect any permanent change to the 30-year Treasury rate to work in a similar fashion as the Portman-Cardin proposal (2004 impact for funding and PBGC premiums, phased-in effect for lump sums), although the phase-in for lump sum purposes may not be as extensive.

ALPA’s Retirement & Insurance Department continues to monitor the situation with respect to legislation affecting retirement plans.

ALPA FILES COMMENTS ON 

IRS CASH BALANCE PLAN REGULATIONS
The IRS recently proposed regulations permitting employers to convert their existing traditional defined benefit plans to another type of defined benefit plan, called a “cash balance plan.”  The most significant difference between a traditional defined benefit plan and a cash balance plan is that in a traditional plan, the pension is based on an average of the participant’s highest-earning years (“final average earnings”), which usually occur at the end of the participant’s career.  In a cash balance plan, the pension is based on an average of amounts earned over the employee’s entire length of service with that employer, including earlier, lower-earning years (“career average earnings”).  Cash balance plans are usually far less expensive for employers to maintain than are traditional plans because they usually provide smaller benefits.

When a company converts an existing traditional plan to a cash balance plan, employees in mid-career and those nearing retirement usually find that the pension under the cash balance plan is significantly less than the one they had expected under the traditional plan.  The proposed regulations took the position, in effect, that the difference in benefits to long-service employees resulting from a conversion to a cash balance plan was not age discrimination, even though a conversion usually has a greater impact on longer-service, older employees. 

No airline with a traditional defined benefit plan that covers pilots has attempted to convert to a cash balance plan.  Further, any airline that wanted to convert would have to bargain with ALPA about a proposed conversion.  (Delta has converted its plan for nonpilot employees, but has provided a seven-year transition period, in which the employees will earn the current plan retirement benefit, or the new cash balance benefit, whichever is greater.)

Although no ALPA members would be directly affected by these proposed regulations at the present time, ALPA opposed the regulations as presently drafted.  Since pilots typically spend most or all of their careers with one employer airline and must retire five years sooner than most other workers, ALPA expressed concern that the regulations could make it easier for airlines to convert (subject to collective bargaining) their pilot defined benefit plans and to disadvantage pilots in mid-career or those nearing retirement.  In addition, the regulations could have negatively affected subsidized early retirement provisions that allow employees who have attained a certain age, with a certain number of years of service (for example, age 55 with 20 years of service) to retire with the same pension as someone who had reached full retirement age.

ALPA took the position that the IRS should not approve conversions of traditional defined benefit plans to cash balance plans until the regulations were changed, until reasonable transition rules were adopted, or until legislation is passed that gives participants in a traditional plan the option of remaining in that plan.

On April 7, 2003, the Treasury Department abruptly withdrew the proposed regulations after many employee and company groups complained that the regulations would hinder efforts to protect older workers from the negative effects of cash balance conversions.    The Department will hold the hearings originally scheduled for April 9-10, 2003, listen to additional comments, and propose the regulations again later (taking the comments into consideration, we hope).  
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FEDERAL REGULATIONS & RULINGS

MODIFICATION OF EARLY DISTRIBUTION RULES 
In a move intended to help individuals hold on to their retirement savings during the current downturn of investments, the IRS modified its position on allowing changes in the method used to calculate “substantially equal period payments” for purposes of avoiding the 10% tax on early distributions from retirement plans and individual retirement accounts (IRAs).  (Revenue Ruling 2002-62, 10/21/02.)
The Internal Revenue Code distribution rules provide that distributions from qualified plans and IRAs prior to the occurrence of certain events, including attainment of age 59 ½, are subject to a 10% penalty in addition to the amount of income tax otherwise due.  The early withdrawal penalty does not apply to distributions that are part of a series of “substantially equal periodic payments” made over the life (or life expectancy) of the employee, or the joint lives (or life expectancies) of the employee and beneficiary.  

The Internal Revenue Code provides three methods for calculating “substantially equal periodic payments.”  Under the required minimum distribution method, the payment amount is recalculated each year using the account balance for that year and the applicable life expectancy from the table chosen. Alternatively, the fixed amortization method and the fixed annuitization method require the annual payment to be calculated in the first distribution year, with distributions in the same amount in each subsequent year.  Revenue Ruling 2002-62 addresses the concern that under negative market conditions such as we are experiencing today, retirement savings could be quickly depleted by individuals who elected to use either the fixed amortization or fixed annuitization method.  The ruling provides that an individual who begins distributions using either the fixed amortization method or the fixed annuitization method may make a one-time switch to the required minimum distribution method provided this method is used in all subsequent years.  In addition, if an individual’s substantially equal periodic payments cease because of complete depletion of assets, the individual will not be subject to the 10% penalty for failing to comply with the “substantially equal periodic payment” requirement.  
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COURT DECISIONS OF INTEREST
TAXABILITY OF LONG TERM DISABILITY BENEFITS

The U.S. Tax Court ruled against a disabled US Airways pilot who failed to include his disability payment as taxable income in his 1999 income alleging that the pilots had “paid” for the plan with wage concessions.  (Tuka v. Commissioner, U.S. Tax Court, Docket No. 12224-01, 120 TC, No. 1, 1/6/03.)

The pilot, Thomas Tuka, worked for US Airways from 1972 until 1995, when he stopped working because he suffered from carpal tunnel syndrome.  As a result, he was eligible for benefits under the pilot disability plan.  In 1999, Tuka received $83,046.54 in disability benefits that were subsequently reported as taxable income on a Form W-2.  In preparing his 1999 federal income tax, however, Tuka did not report the disability payments, resulting in a deficiency of $19,565 in his 1999 federal income tax.  In defense of his actions, Tuka alleged that he and the other US Airways pilots made concessions of approximately $20 million in exchange for the establishment of the pilot disability plan. Tuka argued, therefore, that he did “pay” for the disability plan that provided the benefits, not in premium deductions from his pay, but rather in the form of wage concessions at the bargaining table.  As such, the benefits he received should be excluded from his gross income.  The Tax Court did not agree with Tuka’s analysis.  Contributions to the plan were made by US Airways and were never included as taxable income in Tuka’s pay.  The benefits paid by the plan, therefore, are includable in income.

SUPREME COURT UNANIMOUSLY APPROVES 

KENTUCKY’S “ANY WILLING PROVIDER” LAW

Like a number of other states, Kentucky had passed a law providing that “health care benefit plans” (usually HMOs) must admit into their network any health care provider within the geographic coverage area of the plan who is willing to meet the terms and conditions for participation established by the plan.  Seven HMOs, along with the Kentucky Association of Health Plans, Inc., sued the Kentucky Insurance Commissioner, alleging that the state “any willing provider” law was invalid because it was preempted by the federal Employee Retirement Income Security Act (ERISA).

ERISA, however, has a specific exception providing that state laws regulating insurance are not preempted (“saved from pre-emption”).   In its unanimous decision, the Supreme Court stated that the Kentucky law was “saved” from preemption because the law was specifically directed toward the insurance industry.  It simplified the legal analysis for deciding whether a state law “regulates insurance” and rejected the HMOs’ contention that the Kentucky law was preempted because it regulated not only the insurance industry, but also medical providers.

As a result of the Supreme Court's ruling, in Kentucky and in other states with similar laws, health care providers wishing to be included within a health care plan's network must be included as long as they meet the terms and conditions established by the plan. This is so whether or not the health care plan is maintained by an employer.

The Kentucky law was passed in 1994, and the managed care delivery system has changed since then.  Many health plans, for example, now offer options that allow a covered person to receive medical services from either a participating or a nonparticipating provider, but with different levels of benefits.  How this Supreme Court decision may affect a particular participant’s medical care remains to be seen.
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OTHER NEWS 

The Retirement and Insurance Department is pleased to announce that Nancy Hyde, formerly the Field Representative for DHL, Atlas, Mesa, Mesaba, Atlantic Southeast, Emery, various Canadian groups, and the USAirways subsidiaries, has been transferred to the position of Benefits Attorney effective April 1, 2003.  The airlines Nancy has been working with have been reassigned amongst the remaining three Field Representatives.  Current Field Representative assignments are as follows:

	STEVE HODGSON

(703) 689-4124
	JIM CONNOLLY

(703) 689-4128
	RICHARD PAVEL

(703) 689-4127

	Alaska
	American Eagle 
	ATA

	Aloha
	Atlantic Coast 
	Air Canada Jazz

	Atlantic Southeast
	Aloha Island Air 
	Air Transat

	Delta
	Allegheny 
	Atlas

	Mid-Atlantic
	Air Wisconsin 
	Calm Air

	Mesaba
	America West 
	Comair

	Northwest
	Champion 
	DHL

	Pan American
	Continental 
	Fedex

	Pinnacle
	Continental Express
	Gemini

	US Airways
	Mesa
	Hawaiian

	
	Piedmont
	Midway

	
	PSA
	Midwest Express

	
	Sun Country
	Polar Air Cargo

	
	
	Ross Aviation

	
	
	Ryan

	
	
	Skyway

	
	
	Spirit 

	
	
	Trans States
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