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BREAKING NEWS:  IRS Notice on PPA’s Required Participants’ Employer Stock 
Diversification Rights  
 
On December 1, 2006, the Treasury Department and the IRS released Notice 2006-107 on 
the diversification rights of plan participants and beneficiaries who hold publicly traded 
employer securities in their employer’s retirement plan accounts. This diversification rights 
notice, required by the Pension Protection Act of 2006, describes the new rights and 
provides transitional guidance, pending the issuance of regulations.  The Department of 
Labor has stated it will not require the diversification of rights notice before January 1, 
2007.  IRS Notice 2006-107 includes a model diversification of rights notice that can be 
used to satisfy the PPA notification requirement. Notice 2006-107 is available at:  
http://www.treas.gov/press/releases/reports/n06107.pdf  

http://www.treas.gov/press/releases/reports/n06107.pdf
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1.  Guidance on Reporting and Wage Withholding Requirements under IRC 
Section 409A   

 
As expected, the IRS issued Notice 2006-100 (“Notice”) on November 30, 2006 to provide 
interim guidance on the reporting and wage withholding requirements under IRC § 409A.  The 
Notice grants reporting relief in 2006 for deferrals not includible in income under 409A.  
Therefore, service recipients do not need to use Code Y on Form W-2 or Form 1099-Misc to 
report amounts deferred under nonqualified deferred compensation plans in 2006.  

 
The Notice does not extend transition relief to amounts includible in income for section 409A 
violations in 2005 or 2006.  Therefore, service recipients will need to report Code Z on Form W-
2 or Form 1099-Misc for service providers who have includible income under 409A in 2005 or 
2006.    

 
For withholding, depositing, and reporting, if the amount is actually or constructively received, 
then the amount of the payment is the amount of wages for withholding and reporting.  If an 
amount includible in income under section 409A is not actually or constructively received in 
2006, it is treated as paid on December 31, 2006.  Thus, the amount to be included in income for 
a section 409A violation under an account balance plan is the entire account balance as of the 
end of the year.  For non-account balance plans where the amount is readily ascertainable, the 
amount includible in income is the present value of all future payments to which the service 
provider has obtained a legally binding right as of the end of the year.  The includible amount for 
a stock right with a 409A violation is the difference between the fair market value on of the stock 
at year end and the exercise price (the spread).  For all other amounts, the Notice requires “a 
reasonable, good faith application of a reasonable, good faith method.”  Similar reporting rules 
apply for 2005. 

  
The Notice extends the deadline for the required withholding and deposit of these amounts for 
2006 until January 31, 2007 and specifically notes that the employer can pay this amount on 
behalf of the employee as long as any such payment is included in the employee’s income for 
2006. The Notice confirms that withholding is not required for the 20 percent additional tax that 
applies to these amounts and individuals subject to this tax should review their individual 
estimated tax payments to be sure they are not underpaid.  The Notice also confirms that, if 
interest is required to be included as part of these tax calculations, interest should be calculated 
from the later of January 1, 2005, the year amounts were deferred or the year amounts are no 
longer subject to a substantial risk of forfeiture.     

 
 If amounts are required to be included in income for 2005, the deadline for filing original or 
corrected Form W-2 or Form 1099 is the due date of those forms for 2006.  Employees and other 
service recipients required to file amended returns for 2005 can do so before the due date of their 
2006 return, including extensions, and still avoid underpayment penalties.  We understand from 
informal discussions with government officials that additional guidance will be forthcoming on 
the need to file amended 2005 returns.     
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The Notice states that whether an employee or other service provider has complied with this 
Notice will be determined independently of whether the employer or service recipient has 
complied.  Thus, employees and other service providers should not automatically include in 
income the same amount reported by the employer or service recipient but rather should 
independently calculate the includible amount.  The Notice reminds taxpayers that those not 
complying with the requirements outlined in this Notice may be subject to penalties and interest 
for underpayment of tax.   
 

2.   PBGC Final Regulations on Premium Penalty Waivers 
 
The Pension Benefit Guaranty Corporation (PBGC) on November 17, 2006, issued final 
guidance on its policies for waiving premium payment penalties.  71 FR 66867 (November 17, 
2006).  The purpose of the guidance, which will be added as an appendix to the PBGC’s 
Payment of Premiums regulation (29 CFR Part 4007), is to provide “a thorough and detailed 
treatment of reasonable cause and other bases for premium penalty waivers.”  The final 
regulations apply to PBGC actions taken on or after December 18, 2006. 
 
 Background 
 
Single-employer defined benefit plans covered by the PBGC’s Single-Employer Program 
(“Program”) must pay annual premiums to the PBGC.  For 2007, all covered plans must pay a 
$31 per participant premium, and certain underfunded plans must pay an additional variable-rate 
premium of $9 per $1,000 of unfunded vested benefits.  ERISA authorizes, but does not require, 
the PBGC to assess substantial penalties if premiums are not paid in full and on time, subject to 
an exception for cases of “substantial hardship.”  ERISA § 4007(b).  By regulation, the PBGC 
also may waive all or part of late premium penalty for “reasonable cause” or for other reasons in 
the PBGC’s discretion.  PBGC Reg. § 4007.8(c) and (d). 
 
The PBGC’s Premium Payment regulations do not define “reasonable cause” or otherwise 
explain the PBGC’s criteria for determining when late premium penalty waivers are appropriate.  
In 2001 the PBGC issued proposed regulations to fill this gap, as well as to provide guidance on 
determining premium penalty amounts and procedures for assessing and reviewing premium 
penalties.  The final regulations do not address these latter two issues.  With respect to waivers, 
the final regulations are generally the same as the 2001 proposed regulations. 
  

Summary of Final Regulations 
 
According to the preamble to the final regulations, the PBGC can waive a premium penalty for a 
number of reasons, based on the “facts and circumstances.”  But the most common reason for 
granting a waiver is a showing of “reasonable cause” for failing to pay a premium in full and on 
time.  There are two basic criteria for a finding of “reasonable cause”: 
 

1) The premium payment violation arises from circumstances beyond the control of the 
person whose action or inaction may be the basis for a penalty assessment, and 

2) The failure could not be avoided by exercising ordinary business care and prudence. 
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According to the guidance, the PBGC will take into account the size of the plan sponsor and the 
premium involved when making “reasonable cause” determinations.  In other words, larger plan 
sponsors generally will be held to higher standards.  
 
The facts PBGC will take into account when determining if there is “reasonable cause” for 
failing to pay a premium include the following: 
 

• the event or circumstance that caused the underpayment and when the event happened or 
the circumstance arose; 

• how the event or circumstance prevented paying the premium in full or on time; 
• whether the event or circumstance could have been anticipated; 
• the response to the event or circumstance, including the steps taken – and how quickly 

those steps were taken – to pay the premium, and how other business affairs were 
conducted. 

 
However, the PBGC will not consider the likelihood or cost of collecting the premium penalty or 
the costs and risks or enforcing the premium penalty by litigation when making this 
determination. 
 
The guidance includes the following examples of situations that may constitute “reasonable 
cause.” 
 

(a) An individual with responsibility for taking action was suddenly and 
unexpectedly absent or unable to act.  We consider such factors as the 
following:  The nature of the event that caused the individual’s absence or 
inability to act, for example, the resignation of the individual or the death or 
serious illness of the individual or a member of the individual’s immediate 
family; the size of the organization and what kind of backup procedures it had 
to cope with such events; how close the event was to the deadline that was 
missed; how abrupt and unanticipated the event was; how the individual’s 
absence or inability to act prevented compliance; how expensive it would 
have been to comply without the absent individual; whether and how other 
business operations and obligations were affected; how quickly and prudently 
a replacement for the absent individual was selected or other arrangements for 
compliance were made; and how quickly a replacement for the absent 
individual took appropriate action. 

(b) A fire or other casualty or natural disaster destroyed relevant records or 
prevented compliance in some other way.  We consider such factors as the 
following:  The nature of the event; how close the event was to the deadline 
that was missed; how the event caused the failure to pay the premium; 
whether other efforts were made to get needed information; how expensive it 
would have been to comply; and how you responded to the event. 

(c) You reasonably relied on erroneous oral or written advice given by a PBGC 
employee.  We consider such factors as the following:  Whether there was a 
clear relationship between your situation and the advice sought; whether you 

The information in this Global Employer Rewards Washington Bulletin is general in nature only and not intended to provide 
advice or guidance for specific situations.  4 



Deloitte Global Employer Rewards Washington Bulletin December 4, 2006 

provided the PBGC employee with adequate and accurate information; and 
whether the surrounding circumstances should have led you to question the 
correctness of the advice or information provided. 

(d) You were unable to obtain information, including records and calculations, 
needed to comply.  We consider such factors as the following:  What 
information was needed; why the information was unavailable; when and how 
you discovered that the information was not available; what attempts you 
made to get the information or reconstruct it through other means; and how 
much it would have cost to comply. 

 
Additionally, the guidance provides the following examples of situations that might justify a 
partial “reasonable cause” waiver: 
 

(a) Assume that a fire destroyed the records needed to compute a premium 
payment.  If in the exercise of ordinary business care and prudence it should 
take you one month to reconstruct the records and pay the premium, but the 
payment was made two months late, it might be appropriate to waive that part 
of the premium penalty attributable to the first month the payment was late, 
but not the part attributable to the second month. 

(b) Assume that a plan administrator underpaid the plan’s flat-rate premium 
because of reasonable reliance on erroneous advice from a PBGC employee, 
and also underpaid the plan’s variable-rate premium because the plan’s 
actuary used the wrong interest rate.  A PBGC audit revealed both errors.  
PBGC billed the plan for a premium penalty of $5,000 – $1,000 for 
underpayment of the flat-rate premium and $4,000 for underpayment of the 
variable-rate premium.  The plan administrator requested a waiver of the 
premium penalty.  While the erroneous PBGC advice constituted reasonable 
cause for underpaying the flat-rate premium, there was no showing of 
reasonable cause for the error in the variable-rate premium.  Therefore, we 
would waive only the part of the premium penalty based on underpayment of 
the flat-rate portion of the premium ($1,000). 

 
Other Types of Waivers 
 

The PBGC also might waive a premium penalty in certain other situations, even without a 
“reasonable cause” determination.  These are: 
 

• Statutory or regulatory requirement.  Premium penalties will be waived if required by 
statute or by regulation.  For example, ERISA § 4007(b) and PBGC Reg. § 4007.8 
provide for a waiver in certain circumstances involving business hardship.  Additionally, 
the regulation provides for waivers if certain “safe harbor” tests are met, and for a waiver 
of a premium penalty that accrues after the date of a bill for a premium underpayment if 
the premium owed is paid within 30 days after the bill’s date. 

• Legal error.  A penalty may be waived if the violation arises from reliance on an 
erroneous interpretation of the law – with different standards depending on whether the 
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interpretation is or is not disclosed to PBGC – or, in appropriate circumstances, from a 
recent change in the law. 

• Pendency of PBGC procedures.  In some cases the PBGC may waive all or part of a 
premium penalty attributable to the pendency of PBGC review or other procedures. 

• Other circumstances.  The PBGC may waive a premium penalty in other appropriate 
circumstances.  This catch-all provision falls within the PBGC’s discretion, and will be 
exercised “only in narrow circumstances.” 

 
Role of Outside Parties Such as Actuaries and Pension Consultants 
 

Many pension plan administrators rely on “outside” actuaries, pension consultants, and lawyers 
for help complying with the PBGC’s requirements.  In some cases these outside advisors may 
cause or contribute to the plan administrator’s failure to pay a PBGC premium in full and on 
time.  The guidance makes clear the PBGC will not take this into consideration when 
determining if a waiver is appropriate. 
 
 

3.   IRS Guidance on Using Smartcards and Debit Cards to Provide Mass Transit 
Benefits 

 
The IRS has issued Revenue Ruling 2006-57, 2006-47 I.R.B. 911, to provide guidance on the 
substantiation procedures employers must use when providing mass transit benefits through 
smartcards and debit cards.  Significantly, the revenue ruling confirms that employers do not 
have to require employees to substantiate how they use smartcards or debit cards that can be used 
to purchase only transit passes.  However, substantiation is required if the smartcard or debit card 
can be used for other purposes.  
 

Background 
 
The value of certain employer-provided “qualified transportation fringe” benefits are not 
included in employees’ gross incomes for federal income tax purposes, up to specific limits.  
IRC § 132(a)(5).  A “qualified transportation fringe” is transportation in a commuter highway 
vehicle, any transit pass, and qualified parking.  The following chart specifies the limits on the 
gross income exclusion for qualified transportation fringe benefits for 2006 and 2007. 
 
 2006 2007 
Aggregate monthly limit for commuter highway 
vehicles and transit passes 

$105 $110 

Monthly limit for qualified parking $205 $215 
 
Employers generally can provide qualified transportation fringe benefits by reimbursing 
employees for the cost of these benefits.  However, cash reimbursements for transit passes are 
permitted only if “a voucher or similar item that may be exchanged only for a transit pass is not 
readily available for direct distribution by the employer to the employee.”  A voucher or similar 
item is readily available “if and only if the employer can obtain it from a voucher provider that 
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does not impose fare media charges greater than one percent of the average annual value of the 
voucher for a transit system, and does not impose other restrictions causing the voucher not to be 
considered readily available.” 
 
Cash reimbursements, when permitted, must be made pursuant to a bona fide reimbursement 
arrangement.  This means reimbursements can be made only for expenses that have already been 
incurred.  Also, the employer must implement reasonable substantiation procedures.  This 
usually involves collecting receipts from employees.  But if the seller of the parking or 
transportation services does not provide receipts in the ordinary course of business, employers 
can accept employee certifications if they have no reason to doubt such certifications.  However, 
employers may not rely solely on employees certifying that they will incur eligible expenses 
sometime in the future.  There are no substantiation requirements if the employer distributes 
transit passes (including vouchers or similar items) in-kind to employees. 
 
As noted, the value of employer-provided qualified transportation fringe benefits, up to the 
specified limits, are not included in employees’ gross incomes for federal income tax purposes.  
These amounts also do not count as wages for purposes of the Federal Insurance Contributions 
Act (FICA) and Federal Unemployment Tax Act (FUTA) payroll taxes, or for purposes of the 
federal income tax withholding requirements.  See IRC §§ 3121(a)(20), 3306(b)(16), and 
3401(a)(19). 
 
 Summary of Rev. Rul. 2006-57 
 
The revenue ruling describes four situations in which employers give employees “smartcards” or 
debit cards to use for mass transit fares.  The issue in each situation is whether the employer’s 
methods for delivering these benefits and substantiating employees’ expenses are consistent with 
the requirements for providing qualified transportation fringe benefits that are excluded from 
employees’ gross incomes pursuant to IRC §§ 132(a)(5) and 132(f).  The first two situations, 
which are the most straightforward, are as follows: 
 

Situation 1.  For 2006, Employer A provides to its employees 
transportation benefits in an amount not exceeding $105 each month.  Transit 
system X provides smartcards that may be used by employers in the metropolitan 
area served by X as a mechanism to provide fare media for transit system X to 
employees.  The smartcards are plastic cards containing a memory chip that stores 
certain information including the serial number of the card and the value of the 
fare media stored on the card.  The amount stored as fare media on the smartcard 
is not authorized to be used to purchase anything other than fare media for X.  A 
uses the smartcards as a mechanism to provide transportation benefits to its 
employees.  A makes monthly payments to X on behalf of its employees who 
participate in the transportation benefit program, which X then electronically 
allocates to each employee’s smartcard as instructed by A.  A does not require its 
employees to substantiate their use of the smartcards. 
 

Situation 2.  For 2006, Employer B provides to its employees 
transportation benefits in an amount not exceeding $105 each month.  Debit card 
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provider P provides debit cards that may be used by employers to provide 
transportation benefits to their employees.  The debit cards are restricted for use 
only at merchant terminals at points of sale at which only fare media for transit 
system Y is sold.  B uses the terminal-restricted debit cards provided by P as a 
mechanism to provide transportation benefits to its employees.  B makes monthly 
payments to P on behalf of its employees who participate in the transportation 
benefit program, which P then electronically allocates to each employee’s 
terminal-restricted debit card as instructed by B.  B does not require its employees 
to substantiate their use of the debit cards. 

 
In both of these situations, the revenue ruling concludes the value of the employer-provided 
transit pass benefits are excluded from employees’ gross incomes and wages.  The reason is that 
the smartcard and terminal-restricted debit card can be used only to purchase fare media for the 
relevant transit systems, and thus are transit vouchers the employers are distributing in-kind to 
their employees.  As a result, there is no requirement for the employers to substantiate how their 
employees are using the smartcards and terminal-restricted debit cards.  Also, the maximum 
allocation to the smartcards and terminal-restricted debit cards each month does not exceed the 
$105 aggregate monthly limit (in 2006) for transit passes and transportation in a commuter 
highway vehicle. 
 
The third and fourth situations are a bit more complicated because vouchers or similar items that 
can be exchanged only for transit passes are not “readily available” for the employer to purchase 
and distribute directly to its employees.  Instead, the employer provides debit cards to employees 
that can be used only at merchants that have been assigned a merchant category code (MCC) 
indicating they sell fare media.  However, these merchants may sell other merchandise, and there 
is no way to prevent employees from using these debit cards to buy such other merchandise.  The 
maximum amount allocated to the debit cards each month is $105. 
 
The difference between Situation 3 and Situation 4 is the substantiation procedures the employer 
uses.  In Situation 3 the employer allocates up to $105 to an employee’s debit card on an after-
tax basis for the first month of the employee’s participation.  The employee then must 
substantiate the amount of fare media expenses incurred during that first month, and the 
employer then contributes the substantiated amount to the employee’s debit card on a tax-free 
basis.  The same procedure is followed for subsequent months. 
 
In order to substantiate expenses paid with the debit card, the employer in Situation 3 receives 
periodic statements with information about how each debit card was used.  This information 
includes the identity of the merchant and the date and amount of each transaction.  Also, before 
the first reimbursement and annually thereafter the employee must certify that the debit card was 
used only to purchase fare media. 
 
By comparison, the employer in Situation 4 provides employees with MCC-restricted debit cards 
as soon as they begin work.  The employees must certify that they will use the cards only to 
purchase transit passes before they can use them the first time.  Also, each debit card includes a 
statement that the card is to be used only for transit passes and, by using the card, the employee 
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certifies it is being used only to purchase transit passes.  The employees are not required at any 
time to substantiate the amount of fare media expenses actually incurred. 
 
The revenue ruling concludes the value of the employer-provided transit pass benefits are 
excluded from employees’ gross incomes and wages for employment tax purposes in Situation 3, 
but not in Situation 4.  In both cases the debit cards are not transit system vouchers because 
employees can use them to purchase items other than transit passes.  Thus, the gross income and 
wage exclusions apply only if the employer-provided reimbursements are made pursuant to a 
bona fide reimbursement arrangement.  The arrangement in Situation 4 does not meet this 
standard because “it provides for advances rather than reimbursements and because it relies 
solely on employee certifications provided before the expense is incurred.” 

 
Guidance to Come on When Terminal-Restricted Debit Cards are Readily Available 

 
As noted, employers may not provide cash reimbursements for transit passes if vouchers or 
similar items are “readily available.”  Thus, when a terminal-restricted debit card is readily 
available, cash reimbursements are not allowed.  However, there currently is no guidance from 
IRS on when terminal-restricted debit cards are readily available, and the IRS has concluded it 
lacks “sufficient factual context to develop guidance at this time.”  Until the IRS does issue 
guidance, the revenue ruling provides the IRS “will not challenge the ability of employers to 
provide qualified transportation fringes in the form of cash reimbursement for transit passes 
when the only available voucher or similar item is a terminal-restricted debit card.” 
 
 Effective Date 
 
The revenue ruling is effective January 1, 2008.  However, employers and employees can rely on 
the revenue ruling with respect to transactions occurring before that date.  
 
 

4.   Administration Asks Employers for Help Achieving Four Cornerstone Goals for 
Value-Driven Health Care 

 
Secretary Mike Leavitt of the U.S. Department of Health and Human Services (HHS) on 
November 17, 2006 called on private employers to “commit to four steps to improve health care 
quality and reduce health costs by improving information in the health care sector.”  The 
President issued an executive order earlier this year directing certain federal health care 
programs – including Medicare, the Veterans Affairs health system, and the Federal Health 
Benefits Program – to begin taking steps towards achieving the same four goals in 2007.  But 
getting private employers involved is critical because they are the largest source of health 
coverage for Americans, and thus have the potential to effect change in the health care system. 
 
According to the HHS, there are four cornerstones of health care transparency. 
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• Connecting the System: Every medical provider has some system for health records.  
Increasingly, those systems are electronic.  Standards need to be identified so all health 
information systems can quickly and securely communicate and exchange data. 

• Measure and Publish Quality: Every case, every procedure has an outcome.  Some are 
better than others.  To measure quality, health care payers (employers, federal and state 
governments, insurers, etc.) must work with doctors and hospitals to define benchmarks 
for what constitutes quality care. 

• Measure and Publish Price: Price information is useless unless cost is calculated for 
identical services.  Agreement is needed on what procedures and services are covered in 
each “episode of care.” 

• Create Positive Incentives: All parties – providers, patients, insurance plans, and payers 
– should participate in arrangements that reward both those who offer and those who 
purchase high-quality, competitively-priced health care. 

 
In order to help lay these cornerstones, the Administration is asking private employers to commit 
to supporting certain actions and encouraging their health insurance plans, third-party 
administrators, providers, and others to do the same.  These actions are: 
 

• supporting health information technology by requesting health information technology 
vendors to use systems and products that meet HHS-recognized interoperability standards 
when implementing, acquiring, or upgrading health IT systems and products; 

• providing quality information by implementing programs to measure healthcare provider 
quality and disseminate this information to plan participants; 

• providing pricing information by implementing programs to make information available 
to participants about the overall cost or price of their health care; and 

• promoting quality and efficiency of care by working to develop approaches – such as 
reimbursing providers on a pay-for-performance basis or offering consumer-directed 
health plan products – that encourage and facilitate high-quality and cost-effective health 
care. 

 
Additional details are available on HHS’s Value-Driven Health Care Web site, at 
www.hhs.gov/transperancy.  Among other things, the Web site includes a statement of support 
for these Four Cornerstones the Administration is encouraging employers to sign.  Secretary 
Leavitt is hoping at least 100 companies will sign the statement of support by the end of 2006. 
 
 
 
 
 
 
 
 
 
 
 
 

If you have any questions or need additional information about articles appearing 
in this or previous versions of Washington Bulletin, please contact:: 
 
♦ Robert Davis 202.879.3094    ♦ Bart Massey 202.220.2104 
♦ Elizabeth Drigotas 202.879.4985  ♦ Laura Morrison 202.879.5653 
♦ Taina Edlund 202.879.4956    ♦ Martha Priddy Patterson 202.879.5634 
♦ Laura Edwards 202.879.4981   ♦ Tom Pevarnik 202.879.5314 
♦ Mike Haberman 202.879.4963  ♦ Carlisle Toppin 202.220.2067 
♦ Stephen LaGarde 202.879-5608   ♦ Tom Veal 312.946.2595 
       ♦ Deborah Walker 202.879.4955 

The information in this Global Employer Rewards Washington Bulletin is general in nature only and not intended to provide 
advice or guidance for specific situations.  10 

http://www.hhs.gov/transperancy

	1.  Guidance on Reporting and Wage Withholding Requirements 
	2.   PBGC Final Regulations on Premium Penalty Waivers
	3.   IRS Guidance on Using Smartcards and Debit Cards to Pro
	4.   Administration Asks Employers for Help Achieving Four C

