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Preface

In addition to providing information on qualified and tax sanctioned plans in general, this book focuses on
aspects of plan design for the smaller business owner. In addition, numerous chapters are devoted to other
issues that the practitioner may have a need to understand. Although many issues are beyond the scope of
this book, it is the authors’ intention to provide a generalized understanding of many of the issues that have
an impact on plan design and plan operation, including:

¢ SEP, SARSEP, and SIMPLE plans

¢  Profit-sharing plans

¢ Defined-contribution pension plans

e 401(k) plans

¢ Defined-benefit plans

e Fully insured IRC Section 412(i) plans

¢ EPCRS, VFCP, and DFVC

¢ Deduction issues

¢ Plan distributions

¢ Rollovers and portability

e State taxation

¢ Beneficiary designations

e Form 5500 filing requirements

¢ ERISA fiduciary considerations

e USERRA

¢ Nonqualified plans

¢ Plan administration and fiduciary issues
¢ Plan asset investment issues

o IRS, PBGC, SEC, and DOL issues and investigations
¢ Plan reporting and disclosure requirements
e Participation, vesting, and funding issues
¢ The use of “rabbi” and “secular” trusts

The material presented in this book, however, is not intended to be a complete examination of the area
and will not, in and of itself, equip practitioners to design and administer these plans on their own. The text
18 not intended to replace or circumvent the need to retain competent legal advice, plan advisers, consultants,
and/or administrators, or to circumvent the procedures for obtaining rulings and technical advice.

xiii
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Retirement Terminology

Many areas of the law, particularly tax law, have their own language. The retirement planning area is no ex-
ception. Many terms-of-art have particular, and often peculiar, meanings that may not be apparent. It is for
this reason that the authors have gone to great lengths to define and explain terms such as:

¢ Highly compensated employees
¢ Key employee

¢ Accrued benefit

e Administrator

e Beneficiary

e Employee
¢ Employer
¢ Fiduciary

e Hybrid plans

e Limitation year

e Normal retirement age
o Participant

¢ Plan sponsor

¢ Plan year

Plan Updates, Review, and Maintenance

Initially, a company retirement plan may be updated periodically, as implementation proceeds. Once the plan
is in motion, and all parties are satisfied with its progress, the plan must be reviewed at least annually, and
updated as necessary. The practitioner must work closely with the client in order to make sound business and
personal decisions.

Clients need guidance more than ever, given the combination of never-ending tax reform, the Internal
Revenue Code’s significant and complex changes, and the market volatility experienced over the past few
years. Practitioners who provide this level of planning and review will help clients by:

e Making annual assessments of their retirement plans.
¢ Identifying weaknesses and recommending solutions.
o Educating clients about the process.

¢ Identifying ways to mitigate tax lLiability.

¢ Analyzing clients’ needs and goals.

¢ Ensuring that clients’ objectives are being achieved.

Practice Pointer: Throughout the text, we have provided you with numerous “Practice Pointers,”
“Notes” and “Cautions.” These paragraphs spotlight areas in which you will interact with your client
and draw attention to actions, activities, or information that you should be aware of to ensure compe-
tent and comprehensive client service.
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Chapter 1

Introduction

By BARRY KOZAK, JD, LLM, EA, MSPA, ChFC
THE JOHN MARSHALL LAW ScHOOL, CHICAGO, IL

Simply stated, the best retirement plan is the one that comes closest to satisfying the needs and objec-
tives of the client, the adopting employer. Matching those needs to the various types of available plans
and the myriad possible plan designs is often more difficult than defining the employer’s needs and ob-
jectives. The benefits and costs associated with establishing, maintaining, and terminating the plan,
and the life of the plan must all be considered. The motivation of the employees and the demographics
of an. employer may also be relevant factors in choosing the right plan. (See Appendix A, “Charts and
Tables,” for plan comparison and other useful charts. Appendix D, “Employee Benefits and Related
Limits,” provides a table of indexed employee benefit and other limits for several years.)

For example, a simplified employee pension plan (SEP) program can compare favorably with a qualified plan
even though fully vested SEP contributions would generally be made for transient employees with three or
more years of service. A qualified plan’s shorter eligibility requirement (generally, a service requirement of
one year and 1,000 hours) may result in contributions having to be made or allocated to more employees. Al-
though the qualified plan would most likely have a vesting schedule applied to employer-derived accrued
benefits or account balances, it is applied to an additional two years of contributions made by the employer.
The plan that offers the least employee cost at all points along an employee’s employment time line can be
determined only after:

¢ Considering many factors, such as potential growth of business, employee turnover, age, whether em-
ployed on the last day of the plan year, worked at least 500 or 1,000 hours, work patterns, and so on.

e Analyzing a group’s eligibility to participate initially and then to receive contributions, and the extent
to which those contributions will be vested upon an employee’s termination of service.

Designing the Best Plan

The right plan can be selected by design, but the decision often involves the elimination of unsuitable plan
types followed by the selection and design of the best plan from those that remain. For example, an employer
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that is unable to commit to a contribution level would not ordinarily adopt a pension plan. A 401(k) plan
would not be suitable for a smaller business owner if nonhighly compensated employees (NHCESs) choose not
to make elective contributions. A SEP may be more suitable for a smaller business owner if there is high
turnover in early years. It is generally better not to make a contribution for an employee than to rely on a
vesting schedule or forfeiture provision.

Nonqualified deferred compensation plans should also be considered. In some cases, a nonqualified de-
ferred compensation plan may be more appropriate in satisfying an employer’s needs and objective. See
Chapter 25, “Missing Participants, Beneficiaries, and Alternate Payees.”

The funding of plan benefits is generally accomplished by investing in securities, as opposed to or in addi-
tion to life insurance, guaranteed investment contracts, annuities, and real estate. If an individual provides
advice on such matters, they may have to be registered as an investment adviser.! If life insurance is pur-
chased in a qualified plan, numerous tax and nontax issues also need to be considered.

In addition to providing information on qualified and tax sanctioned plans in general, this book focuses on
aspects of plan design for the smaller business owner. In addition, numerous chapters are devoted to other
issues that the practitioner may need to understand. Although many issues are beyond the scope of this book,
it is the authors’ intention to provide a generalized understanding of many of the issues that have an effect
upon plan design and general operation of a plan.

The design of cross-tested plans is both an art and a science. The enormous complexity of the IRS regula-
tions in this area provides both opportunities and pitfalls for the practitioner. The need to have competent
assistance on an initial and ongoing basis cannot be overemphasized. This is not an area in which the intelli-
gent practitioner can afford to go it alone. The risk of mistakes being made is high and the penalty can be
catastrophic, for both the client and the practitioner.

The material presented in this book is far from a complete examination of this area and will not, in and of
itself, equip practitioners to design and administer these plans on their own. It is a wise individual who
knows his or her limitations and calls in the artillery if appropriate. This book is not intended to replace or
circumvent the need to retain competent legal advice, plan advisers, consultants, and/or administrators, or
circumvent the procedures for obtaining ruling and technical advice.

Definitions

Many of the terms used throughout this book have special meanings, as given in the following alphabetical
list. Note, especially, the definitions for frequently used terms, including highly compensated employee (HCE)
and key employee. For some terms, the definitions include commentary and examples.

Accrued Benefit

The meaning of the term accrued benefit is determined by the type of plan, as follows:

1. In a traditional defined benefit plan, the individual’s accrued benefit determined under the plan is
generally expressed in the form of an annual benefit commencing at normal retirement age. Thus, the

1 See Investment Advisers Act of 1940, Section 202(A)(11). See especially, Securities and Exchange Commission Release No. IA-1092, Part
II(A)(1) (Oct. 8, 1987), penultimate sentence.
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accrued benefit is the portion of an employee’s normal retirement benefit that he or she has earned at
a given point in his or her career.2

Example. For example, if an employee enters a 1 percent final average pay plan at age 30, works until
age 40, and earns average monthly pay of $2,000, that employee’s accrued benefit might be $200 (1% x $2,000
x 10 years). If the same employee works until age 55 and his or her average monthly pay increases to $3,000,
the accrued benefit would increase to $750 (1% x $3,000 x 25 years).

2. In an individual account plan, the balance of the individual’s account is the accrued benefit.3 A de-
fined-contribution plan is an individual account plan. The following example is based on such a plan:

Example. Aggregate contributions allocated to Kitty’s qualified plan profit-sharing account totaled
$300,000, and the account currently has a fair-market value (FMV) of $200,000. The account is 50 percent
vested. Kitty’s accrued benefit is $200,000 (the value of her accounts under the plan); her vested accrued
benefit is $100,000 ($200,000 x .50).

3. Under a statutory hybrid plan (for example, cash balance or pension equity plan), the accrued benefit
is the employee’s account balance. The following is an example:

Example. An employee receives an allocation equal to 5 percent of pay each year he or she works, and
the employee’s account is credited with interest at 5 percent, compounded annually, until it is paid.

Actuarially Equivalent

Benefits payable at different times or in different forms are actuarially equivalent if they are of equal value,
based on certain assumptions. The plan specifies the assumptions that are used to calculate actuarially
equivalent benefits. The two assumptions most often used to compare the value of one benefit to another are
interest (which is used to measure the value of receiving a payment earlier instead of later) and mortality
(which is used to measure the probability that the recipient will live to receive a given payment).

Administrator

The administrator is the person specifically so designated by the terms of the instrument under which the
plan is operated; if an administrator is not so designated, the plan sponsor, or in the case of a plan for which
an administrator is not designated and a plan sponsor cannot be identified, such other person in accordance
with Department of Labor (DOL) regulations.4

Annual Addition

The term “annual additions” generally means the sum for any year of employer contributions, employee con-
tributions, and forfeitures. In addition to applying to qualified defined contribution plans, the limitations on
defined contribution plans apply to section 403(b) annuity contracts, simplified employee pensions described
in section 408(k), mandatory employee contributions to qualified defined benefit plans, and contributions to
certain medical accounts.?

2 IRC Section 411(a)(7)(A)(@); see too, 29 USC 1002(23)(A).
3 IRC Section 411(a)(7)(A)(ii); see too, 29 USC 1002(23)(B)
429 USC 1002(16).

5 LR.C. Section 415(c)(2).
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Beneficiary

The beneficiary is a person designated by a participant, or by the terms of an employee benefit plan, who is or
may become entitled to a benefit thereunder.6 See Chapter 21, “Beneficiary Designations.”

Cash Balance Plan

Although still called a cash balance plan by most practitioners, the Department of Labor, and the Pension
Benefit Guarantee Corporation (PBGC), this type of plan is more technically called a “statutory hybrid plan” or
‘applicable defined benefit plan.” In general, a cash balance plan is a defined benefit plan that generally de-
fines an employee’s benefit as the amount hypothetically accrued or credited to an account (for example, lump
sum based plan). See Hybrid Plan below.

Defined Benefit Plan

The term defined benefit plan means a pension plan other than an individual account plan. Nevertheless, a
pension plan, which is not an individual account plan and provides a benefit derived from employer contribu-
tions based partly on the balance of the separate account of a participant, is treated as an individual account
plan to the extent benefits are based upon the separate account of a participant, and as a defined benefit plan
with respect to the remaining portion of benefits under the plan.”

Defined-Contribution Plan

The term defined-contribution (or individual account plan) means a pension plan which provides for an indi-
vidual account for each participant and for benefits based solely upon the amount contributed to the partici-
pant’s account; and any income, expenses, gains and losses, and any forfeitures of accounts of other partici-
pants which may be allocated to such participant’s account.®

Employee

The term employee means any individual employed by an employer, and includes an individual who is a self-
employed individual for the taxable year.®

Employee Pension-Benefit Plan or Pension Plan

The terms employee pension-benefit plan or pension plan mean any plan, fund, or program which was hereto-
fore, or is hereafter established or maintained by an employer or by an employee organization, or by both.
Such a plan is further defined by the extent to which, by express terms, or as a result of surrounding circum-
stances, such plan, fund, or program provides retirement income to employees, or results in a deferral of in-
come by employees for periods extending to the termination of covered employment or beyond regardless of
the method of calculating the contributions made to the plan, the method of calculating the benefits under the
plan or the method of distributing benefits from the plan. This is the Employee Retirement Income Security
Act of 1974 (ERISA) definition which does not distinguish between plan types.1® Thus, under ERISA, a profit-

629 USC 1002(8).

729 USC 1002(35).

8 29 USC 1002(34).

9 IRC Section 401(c)((1)(A).
10 29 USC 1002(32)(A).
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sharing or SEP plan may be a pension plan. Except as necessary, the more familiar terms (money purchase,
profit sharing, and so on) are used in this book.

Employer

The term employer means any person acting directly as an employer, or indirectly in the interest of an em-
ployer, in relation to an employee benefit plan; and includes a group or association of employers acting for an
employer in such capacity.!!

Excess-Benefit Plan

The term excess-benefit plan means a plan maintained by an employer solely for the purpose of providing
benefits for certain employees in excess of the limitations on contributions and benefits imposed by Internal
Revenue Code (IRC) Section 415.12

Fiduciary

A person is a fiduciary!'3 with respect to a plan to the extent he or she can perform any of the following:

1. Exercise any discretionary authority or discretionary control respecting the management of such plan
or exercise any authority or control respecting the management or disposition of its assets.

2. Render investment advice for a fee or other compensation, direct or indirect, with respect to any mon-
les or other property of such plan, or assume any authority or responsibility to do so.

3. Assume any discretionary authority or discretionary responsibility in the administration of such plan.
There are exceptions for investment companies and investment managers in which money or other
property of an employee benefit plan is invested in securities issued by an investment company regis-
tered under the Investment Company Act of 1940 (that is, a mutual fund).

Highly Compensated Employee
For plan years beginning after 1996, a highly compensated employee (HCE) is either of the following:4

1. A 5-percent owner at any time during the current or preceding year, or

2. An individual who had compensation from the employer exceeding $100,000 (the 2006 and 2007 lim-
its) for the preceding year and was in the top-paid group

The employer may elect to limit highly compensated treatment for a year to employees who were in the
top-paid group of employees for that year (see the following discussion). Any employee who is not a highly
compensated employee is a nonhighly compensated employee (NHCE).

The applicable dollar amount (currently $100,000) for a particular plan year (current year) or look-back
year (that is, preceding year) is the dollar amount for the calendar year in which the plan year or look-back
year begins. Compensation, for this purpose, is the compensation received by the employee from the employer
for the year, including elective or salary-reduction contributions to a cafeteria plan, cash or deferred

11 29 USC 1002(5).

12 29 USC 1002(36).

18 IRC Section 4975(e).

14 TRC Section 4163)(1)(B)@).
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arrangement, or tax-sheltered annuity.!®> The rule requiring the highest paid officer to be treated as an HCE
was repealed for plan years beginning after 1996.

In general, the top 20 percent of employees, ranked by compensation paid during a given year, are consid-
ered members of the top-paid group once the top-paid group election is made or once the SEP document
makes the election automatic.’® An employer may make a top-paid group election in its plan document. Once
such an election is made, it will apply to all future years unless changed by the employer. Furthermore, if
such an election is made, only 5-percent owners and employees in the top-paid group are considered HCEs.1”
An employer should keep track of whether the top-paid group election applies and, if so, to which years the
election applies for purposes of making amendments in the future.

Hybrid Plan

A plan that defines an employee’s accrued benefit as a single sum is sometimes called a hybrid defined benefit
plan, since it combines the appearance of a defined-contribution plan with the security of a defined benefit
plan. Technically, this type of plan is called a “statutory hybrid plan”® or “applicable defined benefit plan.”?
Both terms mean the same thing. Failure to qualify as such, may result in age discrimination issues (see
Caution below). Exhibit 1-1 shows the various terms for hybrid plans that have evolved and take into account
the changing terminology reflected in the Code brought about by the Pension Protection Act of 2006 (PPA)20
and Notice 2007-6.2! The Notice provides guidance which relates to cash balance plans and other hybrid de-
fined benefit pension plans and to amendments that convert defined benefit pension plans to hybrid defined
benefit pension plans.

A cash balance plan is a type of statutory hybrid plan. Another type of hybrid defined benefit plan is a
pension equity plan, which accumulates pension credits and applies them to an employee’s pay to calculate a
single-sum benefit. Other types include a personal account plan, life cycle plan, and a cash account plan.

A hybrid defined benefit plan must generally comply with the same requirements that apply to other de-
fined benefit plans, including the rules that govern vesting, funding, and payment of benefits. All hybrid de-
fined benefit plans are required by law to offer annuities. If an employee is married, a hybrid plan automati-
cally pays the employee’s retirement benefit as an annuity for the joint lives of the employee and his or her
spouse, unless the employee elects another form of payment and the spouse consents.

A statutory hybrid plan either satisfies the special rules relating to age under IRC Section 411(b)(5)(B),22
discussed below, or is a lump sum based plan or a plan that has the effect of a lump sum based plan.

A lump sum based plan is a defined benefit plan where the “accumulated benefit” is expressed as the
balance of a hypothetical account or as the current value of the accumulated percentage of the participant’s
final average compensation (or a plan where the accrued benefit is the actuarial equivalent of a hypotheti-
cal account balance or accumulated percentage). A lump sum plan does not need to offer a lump sum as an
optional form of benefit.23

15 Temp. Treas. Reg. Section 1.414(g)-1T, Q&A-3(c)(1), Q&A-13.

16 TRC Section 414(g)(3).

17 TRS Notices 97-45 (1997-2 CB 296), 98-1 (1998-1 CB 610).

18 TRS Notice 2007-6, Section ITI(A), 2007-3 IRB 272; IR 2006-193 (Dec. 21, 2006).

19 See IRC Section 411(b)(5)(B), as amended by the PPA (2006).

20 PPA §§ 701, 702 (P.L. 109-20) (H.R. 4, signed into law on August 17, 2006).

21 IRS Notice 2007-6, Section ITI(A), 2007-3 IRB 272; IR 2006-193 (Dec. 21, 2006).

22 Such a plan must also comply with age discrimination rules under IRC § 411(b)(5)(A) regarding equal or greater accrued benefits than
younger similarly situated employee’s accrued benefits. This requirement is not mentioned in Notice 2007-6.

23 TRS Notice 2007-6, Section ITI(A)(1), 2007-3 IRB 272; IR 2006-193 (Dec. 21, 2006).



Exhibit 1-1. Hybrid Plan Breakdown

VARIOUS
TERMS
FOR
HYBRID
PLANS*

Statutory

Chapter 7 Introduction

IRS and
Treasury

> before > Defined Benefit Plan or
PPA 2006 Pension Plan
> after > "APPLICABLE DEFINED
PPA 2006 BENEFIT PLAN"
=] Cash Balance Plan
Pension Equity Plan
> before Personal Account Plan

Notice 2007-6

Life Cycle Plan

Cash Account Plan

—>

after
Notice 20076

—>

"STATUTORY HYBRID
PLAN"

Reprinted with permission. Seurce: Barry Kozak, JD, MSPA, The John Marshall Law School, Chicago, IL

The accumulated benefit is the participant’s benefit, accrued to date, whether expressed as an annuity
payable at normal retirement age (NRA), the balance of a hypothetical account or the current value of the

accumulated percentage of the employee’s final average compensation.

A plan is considered to be similar to a “lump sum based plan” if an accrued benefit payable at NRA is
expressed as a benefit that includes automatic periodic increases through NRA, and those results in a lar-
ger amount payable to that participant than to a similarly situated participant who is younger.2* However,
a plan that solely provides for post-retirement adjustments,2® or a variable annuity plan that uses an as-
sumed interest rate of at least 5 percent, is not treated as having a similar effect to a lump sum based plan.26
Exhibit 1-2 reflects the general requirements for a “hybrid plan” to satisfy the requirements of IRC Section

411(b)(5)(b) or to be considered “lump sum based.”

24 TRS Notice 2007-6, Section ITI(A)(2)(i), 2007-3 IRB 272; IR 2006-193 (Dec. 21, 2006).
25 As described in IRC Section 411(b)(5)(E).
26 TRS Notice 2007-6, Section ITI(A)@2)(i), 2007-3 IRB 272; IR 2006-193 (Dec. 21, 2006).

Note: Most Practitioners, the DOL and the PBGC will likely continue calling
them "Cash Balance Plans" for the foreseeable future
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Exhibit 1-2. A Lump Sum Based Plan

"STATUTORY
HYBRID PLAN"

or

“APPLICABLE
DEFINED
BENEFIT

PLAN"

satisfies the rules

of IRC §411(b)(5)B) | |

interest credits are not greater than a market
rate of return (see Notice 2007-6 for safe
harbors pending further guidance)

Wear away is no longer permitted, so after a
"CONVERSION AMENDMENT" the accrued
benefit must be A + B, where A is the accrued
benefit at date of conversion and B
represents the accruals after conversion in
the new hybrid plan design

Lt

if the plan is terminated, then there is a
special rule for projecting interest credits

Hfull vesting within 3 years j

Note: In order to comply with the age discrimination rules, the
plan must also satisfy IRC §411(b)(5)(A), which requires the
accrued benefit for any participant to be at least as valuable as
the accrued benefit for any similarly situated participant that is
younger, but that requirement is not cited in Notice 2007-6.

is a "LUMP SUM
BASED PLAN" or a
"plan that has the
effect of a LUMP
SUM BASED
PLAN"

"LUMP SUM BASED PLANS"

the "ACCUMULATED BENEFIT" is
expressed as the balance of a <
hypothetical account maintained for
the participant, or

the "ACCUMULATED BENEFIT" is
expressed as the current value of
the accumulated percentage of the <=
participant's final average
compensation

"plans that have the effect of LUMP SUM
BASED PLANS"

the accrued benefit payable at
Normal Retirement is expressed as
a benefit that includes automatic
periodic increases through NRA |~
that results in a larger amount
payable to a similarly situated
participant who is younger

a plan that does not have the effect of a
Lump Sum Based Plan

it only provides for post-retirement
adjustments (as described in <}
IRC §411(b)(5)(E)), or

a variable annuity plan that uses an 1
assumed rate of at least 5 percent

Reprinted with permission. Source: Barry Kozak, JD, MSPA, The John Marshall Law School, Chicago, IL
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A variable annuity plan includes any plan where the amount payable is periodically adjusted by reference
to the difference between the assumed rate of return and the actual rate of return of the plan assets or a
specified market index.27

Special rules apply if a defined benefit plan is converted to a statutory hybrid plan after June 29, 2005.
If such a plan is ever terminated then it must comply with a special rule for projecting variable crediting
rates.?8

Caution: Age discrimination under “statutory hybrid plans” remains a concern for hybrid plans that
existed before the passage of the PPA on August 17, 2006. The provisions under the PPA allowing a
“lump sum based plan” to determine the ‘accumulated benefit” for a participant either as his or her
hypothetical account balance or as his or her accumulated percentage of average salary does not have
retroactive effect.

Note. Notice 2007-6 also provides interim guidance for conversions related to mergers and acquisitions,
in the form of a safe harbor. Pending further guidance (expected to be published by August 2007), an amend-
ment that converts a defined benefit plan into a hybrid plan with respect to a group of individuals who be-
come employees by reason of a merger, acquisition, or similar transaction will be deemed to satisfy the age
discrimination requirements?® if the benefit for each participant is at least the sum of his protected accrued
benefit on the date before the plan amendment and his protected accrued benefit earned for service after the
amendment.30

Notice 2007-63! also provides guidance on “conversion amendments.” A conversion amendment is any
amendment after June 29, 2005, that converts a traditional defined benefit plan to a “statutory hybrid plan.”

A moratorium plan is a converted cash balance plan that was seeking a determination letter in 1999
when the IRS placed a moratorium on issuing letters for such plans. The PPA specifically stated that the new
age discrimination rules32 have absolutely no retroactive effect. As shown in Exhibit 1-3, for purposes of de-
termination letter requests, a conversion before June 30, 2005, will be reviewed, but cannot be relied upon, as
to whether the conversion satisfies the age discrimination rules; whereas, a conversion after June 29, 2005,
will be reviewed, and can be relied upon as to whether the conversion amendment complies with the re-
quirements for all statutory hybrid plans, including age discrimination rules.3

271d. Section § ITI(A)(2)@)IT).

28 See IRC Section 411(b)(5)(B)(ii), (iii), and (vi). Pending subsequent guidance, as a safe harbor, a plan can credit the rate of interest either on
long-term investment grade corporate bonds (that is, the special permissible range for the 2004 through 2007 minimum funding standard
account, if used by the hybrid plan before 2008, or the newly introduced third segment rate for funding, if used by the hybrid plan after 2007),
or on the rate of interest on 30-year Treasury securities (that is, the pre-PPA rate used for lump sum distributions under IRC Section
417(e)(3) ). Further, the safe harbor protection in the Notice 2007-6, 2007-3 IRB; IR 2006-193 (Dec. 21, 2006) allows a hybrid plan to credit
interest based on the sum of any of the standard indexes and the associated margin for that index (in accordance with the rules previously
stated in Notice 96-8, 1996-1 CB 359).

29 See IRC Section 411(b)(L)(H).

30 Notice 2007-6, Section III(F)(2), 2007-3 IRB 272; IR 2006-193 (Dec. 21, 2006)

31 Notice 2007-6, Section ITI(E), 2007-3 IRB 272; IR 2006-193 (Dec. 21, 2006).

32 See IRC Section 411(b)(1)(H).

33 TRS Notice 2007-6, § IV(A)(2) and (3), 2007-3 IRB 272; IR 2006-193 (Dec. 21, 2006).
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Exhibit 1-3. A Moratorium Plan

Will not be reviewed, and cannot be
relied upon, as to whether the
"CONVERSION AMENDMENT"
> "PRE-6/30/05 > satisfies the age discrimination rules -
CONVERSION" but will be reviewed, and can be relied
upon, as to whether the conversion

"MORATORIUM satisfies all of the other rules for a
PLAN" "STATUTORY HYBRID PLAN"
(in connection with
a Determination Will be reviewed, and can be relied

Letter request) "POST-6/29/05 upon, as to whether the "CONVERSION
— " CONVERSION® > AMENDMENT" satisfies all of the rules
for a "STATUTORY HYBRID PLAN,"

including the age discrimination rules

Reprinted with permission. Seurce: Barry Kozak, JD, MSPA, The John Marshall Law School, Chicago, IL

Note. Target-benefit plans, in which the actual pension is based on the amount in the participant’s ac-
count, are treated as defined-contribution plans. Hybrid plans, which are part target- and part defined
benefit, are treated as defined-contribution plans to the extent that benefits are based on the individual
account.

Key Employee

For plan years beginning after 2001, an employee is considered a key employee if, during the plan year, he or
she was one of the following:34

¢ An officer with compensation in excess of $145,000 (the 2007 limit) as, adjusted for cost-of-living ad-
justments (COLAs) in $5,000 increments35

¢ An owner of more than 5 percent, or
e A more than 1-percent owner with compensation in excess of $150,000

The Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) eliminated the 4 year look-
back and the top 10 owner rules. The family ownership attribution rules under IRC Section 318,36 however,
apply in determining whether an individual is a more than 5 percent owner of the employer for purposes of

these rules.3” There is no age 21 rule or exception under the IRC Section 318 attribution rules. This issue is
more fully discussed in Chapter 2, “Simplified Employee Pension Plans — SEP and SARSEP.”

34 TRC Section 416(1).

35 See TR-2006-162 (October 18, 2006).

3 See, S. Derrin Watson, “Who’s The Employer,” a guide to employee and aggregation issues affecting qualified plans and SEPs, Qs 14:1-4:17
(4th Ed, 2005) at http://www.employerbook.com/WTE4/.

37 TRC Sections 408(k)(6)(G); 416(1)(1)(A) and (B).
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Limitation Year

For a defined contribution plan, the limitation year is the basis for measuring the annual addition limits un-
der IRC Section 415(c) and the maximum annual benefit limitations for defined benefit plans under IRC Sec-
tion 415(b).

The limitation year is the calendar year unless another 12-month period is designated in the plan docu-
ment. (Nearly every plan will designate the plan year as its limitation year.) For limitation years that begin
after December 31, 2001, the maximum annual addition to a defined contribution plan (including a SEP or
SARSEP) is the lesser of 100 percent of compensation or $45,000 (the 2007 limit), plus catch up contributions
if age 50 or older).

Nonforfeitable

The term nonforfeitable, when used with respect to a pension benefit or right, means a claim obtained by a
participant or his beneficiary to that part of an immediate or deferred benefit under a pension plan which
arises from the participant’s service, which is unconditional, and which is legally enforceable against the
plan.38

Normal Retirement Age

The term normal retirement age means the earlier of the time a plan participant attains normal retirement
age under the plan, or the later of the time a plan participant attains age 65, or the fifth anniversary of the
time a plan participant commenced participation in the plan.3?

Normal Retirement Benefit

The term normal retirement benefit means the greater of the early retirement benefit under the plan, or the
benefit under the plan commencing at normal retirement age. The normal retirement benefit is determined
without regard to medical benefits, and most disability benefits.40

Participant

The term participant means any employee or former employee of an employer, or any member or former
member of an employee organization, who is or may become eligible to receive a benefit of any type from an
employee benefit plan which covers employees of such employer or members of such organization, or whose
beneficiaries may be eligible to receive any such benefit.4!

Plan Sponsor

The term plan sponsor means the employer in the case of an employee benefit plan established or maintained
by a single employer, the employee organization in the case of a plan established or maintained by an em-
ployee organization, or in the case of a plan established or maintained by two or more employers or jointly by
one or more employers and one or more employee organizations, the association, committee, joint board of
trustees, or other similar group of representatives of the parties who establish or maintain the plan.4

38 29 USC 1002(19).

39 TRC Section 401(a)(14); see too, 29 USC 1002(24).
401d.

41 29 USC 1002(7).

42 29 USC 1002(15)(B).
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Plan Year

The terms plan year and fiscal year of the plan mean, with respect to a plan, the calendar, policy, or fiscal
year on which the records of the plan are kept.43

Top-Heavy Plan

A smaller business owner is not likely to establish a plan that is not top heavy. A plan that is intended to be
funded solely with elective contributions may be top heavy and then require additional employer-derived con-
tributions. A plan is top heavy when it primarily benefits key employees.44

A qualified defined-contribution plan or SEP that primarily benefits key employees as of the determina-
tion date is top heavy and becomes subject to the top-heavy rules of the IRC. A defined-contribution plan is
top heavy when it benefits key employees when 60 percent or more of the aggregate account balances under
the plan as of the determination date belong to key employees.

Special rules allow an employer to determine whether a SEP or SARSEP arrangement is top heavy for
any plan year by taking into account aggregate contributions rather than by taking into account aggregate
account balances of all employees.6

Determination Date

Generally, the determination date for determining whether a plan is top heavy is the last day of the preceding
plan year. In the case of the first plan year of any plan, the determination date is the last day of that plan
year; however, contributions made after the determination date that are allocated as of a date in that first
plan year are not considered.4” When calculating a participant’s account balance for the purpose of determin-
ing whether a plan is top heavy, the account balance is increased for distributions made to the participant
within the five-year period (which, after 2001, is generally reduced to a one-year look-back period) ending on
the determination date.*8 The five-year period is retained unless the distribution is made because of sever-
ance from employment, death, or disability.

When a qualified plan or SEP is top heavy, the employer must make a minimum contribution for each
eligible nonkey employee that is equal to the lesser of the following:

1. Three percent of each eligible nonkey employee’s compensation

2. A percentage of each eligible nonkey employee’s compensation equal to the percentage of compensa-
tion at which elective and nonelective contributions are made under the plan (and generally under
any other plan maintained by the employer) for the year for the key employee for whom the percent-
age 1s the highest for the year4?

Example. An employer makes contributions of 6 percent of compensation to each eligible employee’s ac-
count under the plan. Assuming the plan was top-heavy, the minimum required contribution amount (3 per-
cent) has already been contributed. No further contributions are required.

43 29 USC 1002(39).

44 Treas. Reg. Section 1.416-1, Q&A G-1.

45 TRC Section 416 (g)(1)(A)(i).

46 TRC Section 416(i)(6)(B).

47 TRC Section 416(g)(4)(C); Treas. Reg. Section 1.416-1(b), Q&A T-24.
48 TRC Sections 408(k)(1)(B), 416(g)(3).

49 TRC Sections 408(k)(1)(B), 416(b)(2).
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Example. An employer makes contributions of 2 percent of total compensation plus 4 percent of compen-
sation in excess of $50,000 under an integrated plan to each eligible employee’s account under the plan (see
Chapters 3 and 7). Assuming the plan was top-heavy, each non-key employee must receive an additional con-
tribution (for example, 1 percent) as described above.

Special rules apply to salary reduction simplified employee pension plans (SARSEPs) (see Chapter 2).

Elective contributions may not be used to satisfy an employer’s top-heavy contribution requirement.?0 In
most cases, contributions made under other plans maintained by the same employer may also have to be
considered.

Similar rules apply to defined benefit plan, except that the determination is based on benefits rather than
contributions, and minimum benefits must be provided to nonkey employees.

50 TRC Sections 408(k)(6)(D), 416(c)(2); Form 5305A-SEP, Top-Heavy Requirements, at 4; Treas. Reg. Section 1.401(k)-1(a)(6)(1)(C).






Chapter 2

Simplified Employee Pension Plans—
SEP and SARSEP

An employer may establish a simplified employee pension plan (SEP) under which it can contribute
relatively large amounts to its employees’ individual retirement accounts or annuities (IRAs). The
employer (and, in some instances, the employees themselves) may make much larger contributions to
the employees’ IRAs under a SEP than employees could make to their IRAs under the normal IRA
rules. For 2007, the maximum amount that can be contributed by an employer, including elective
deferrals, is $45,000 ($50,000 with a catch-up contribution for participants age 50 or older). All SEP
contributions are made into traditional IRAs, commonly referred to as SEP IRAs, which are generally
established by eligible employees. A SEP established before 1997 may include provisions allowing
employees to make pretax (elective) contributions under the plan to reduce their compensation subject
to federal (and, in some cases, state) income tax. Such a plan is referred to as a salary-reduction or
elective SEP (SARSEP or grandfathered SARSEP).

Caution: Although EGTRRA generally increased deductible SEP contribution limits to 25 percent of
the aggregate preplan compensation of participating employees, the amount that may be excluded from
a participant’s income (25 percent as a result of the JCWAA) is based on includable compensation.
Catch-up contributions are separately deductible. As a consequence, SARSEP plan is generally de-
signed around the exclusion limit rather than the higher deduction limit.!

Establishing a SEP

An employer must establish its SEP and make its contributions to IRAs established by eligible employees.
The SEP and the IRAs must be established by the due date of the employer’s federal income tax return for
the tax year to which the contribution is related (including extensions).2 A group trust may be established by
an employer for holding the asset of the IRAs of its participating employees.? In establishing a SEP, an em-
ployer may use the model SEP of the IRS, an IRS approved prototype SEP, or an individually designed SEP.

LTRC Sections 402(h)(2)(B), 404(h)(1)(B), 404(n).
2 IRC Section 404(h)(1)(B).
3 IRC Section 408(c).

15
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The term employer includes all related employers. Related employers are either members of an affiliated
service group, a controlled group of corporations, or a trade or business under common control.4 All related
employers should adopt the employer’s SEP plan by affixing their signatures to the SEP plan agreement (and
by adopting a written resolution if necessary).

An exception is provided, however, if an employer becomes or ceases to be related. The exception only ap-
plies during the transition period which begins on the date of the change in members of the group and ends
on the last day of the first plan year beginning after the date of such change. In general, if the coverage re-
quirements were satisfied before each change and coverage under the plan is not significantly changed during
the transition period (other than change by reason of the change in members of the group), the participation
rules will continue to be satisfied during the transition period.5

IRS Model SEP

The simplest method by far for adopting a SEP is for the employer to adopt the IRS model plan, by executing
IRS Form 5305-SEP, Simplified Employee Pension Individual Retirement Accounts Contribution Agreement,
and/or model Form 5305A-SEP, Salary Reduction Simplified Employee Pension Individual Retirement Ac-
counts Contribution Agreement. To adopt the IRS model SEP, an employer must meet all of the following
requirements:

1. The employer must not maintain any other qualified retirement plan. (A terminated plan is not taken
into account.)

2. JRAs must have been established for all eligible employees. An employer can require that employees
establish IRAs for their own benefit; an employer can even establish IRAs on its employees’ behalf if
the employees refuse to do so for themselves or if any employee cannot be located.

3. The employer must not be a member of a controlled group of corporations; a trade, or business under
common control; or an affiliated service group unless all eligible employees of all the members of the
group, trade, or business participate in the SEP.

4. The employer must pay the cost of SEP (but not SARSEP) contributions.

5. Although an employer need not make a contribution for any particular year, for years in which it does
contribute, the contribution percentage must be identical with respect to each employee. In other
words, under the model forms, contributions may not be integrated with Social Security.

6. The employer does not use the services of a leased employee.

7. The employer does not have more than 25 employees eligible to participate in a SARSEP at any time
during the prior calendar year (SARSEP only).

8. The employer is not a state or local government (SARSEP only).

9. The employer has any eligible employees whose taxable year is not the calendar year (prototype
SARSEP only).

10. Compensation after reduction for elective contributions will be used for allocating employer contribu-
tions.® See “Caution” below.

4IRC Section 414(b), 414(c).

8 IRC Section 410(b)(6)(C); see Rev. Rul. 2004-11 (2004-1 CB 480) regarding the transition rule on a pension and profit-sharing plan following
a sale of subsidiary stock to an unrelated employer.

6 See Instructions, IRS Form 5305A-SEP, Salary Reduction Simplified Employee Pension—Individual Retirement Accounts Contribution
Agreement, SEP Requirements,” page 3.
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Model SARSEP

To establish an IRS model SARSEP, an employer adopts IRS Form 5305A-SEP. An employer must also adopt
IRS Form 5305-SEP in order to make contributions other than top-heavy contributions and employees’ sal-
ary-reduction contributions. An employer’s eligibility to adopt the IRS model SARSEP is subject to the limi-
tations described above for adopting Form 5305-SEP. If any key employee participates in a SARSEP, the
employer must make a top-heavy minimum contribution but not more than 3 percent of each nonkey em-
ployee’s plan year compensation.” Alternatively, an employer may make the required top-heavy contribu-
tion to all participants eligible to make elective contributions.

When the model SEP forms (Form 5305-SEP and Form 5305A-SEP) were revised in March 2002, em-
ployers were required to amend their existing model SEP and model SARSEP (for EGTRRA and the required
minimum distribution regulations) and adopt the amended plans no later than December 31, 2002. The IRS
required an employer’s execution of the amended 2002 model plan documents. A mere mailing of an amend-
ment to existing forms to plan adopters was not sufficient.

The model SEP form (Form 5305-SEP) was revised again in December 2004 and the model SARSEP
(Form 5305A-SEP) in June 2006. If an employer used the March 2002 version of Form 5305-SEP or Form
5305A-SEP it is not required that the employer execute this version of the forms.

Caution: An example in a joint IRS/DOL publication shows that in computing the individual per-
centages deferred by each NHCE for purposes of the 125 percent ADP test, compensation is not reduced
by elective deferrals. After discussing the model SEP and SARSEP forms, the example shows a 4 per-
cent deferral rate for an individual that made $400 in elective deferrals (not including catch-up elective
deferrals) from gross earnings of $§10,000 (rather than 4.167 percent ($§400 divided by $9,600 of net
compensation). Furthermore, the definitions of compensation found in the model SEP and updated
“grandfathered” model SARSEP differ, and in some cases conflict, as they are intended to be used to-
gether. Sponsors using a prototype SARSEP document will generally avoid conflicting definitions of
compensation.

Prototype SEP

The second method of establishing a SEP is for an employer to adopt a prototype SEP established by a bank
or other permissible financial institution. The prototype plan document normally contains terms similar to
those included in the IRS model SEP plan. An employer may normally rely on the IRS opinion letter obtained
by the SEP’s sponsoring organization, if the employer’s contributions to the SEP, when combined with the
employer’s other retirement plan contributions, do not exceed the limitations of Internal Revenue Code (IRC
or the Code) Section 415. No determination letter need (or can) be requested from the IRS by the employer.
An employer may, however, request a ruling that its contributions do not exceed the IRC Section 415 limita-
tions, whereby the employer maintains more than one SEP or maintains a qualified plan in addition to a
SEP. A prototype SEP may allow for integration with Social Security, integration with noncalendar-year
plans, and coordination with another plan.

7 Although not mentioned in the model Form 5305A-SEP, top-heavy contributions must be based on compensation that includes elective de-
ferrals. See top-heavy rule of IRC Section 416(i)(1)(D) referring to the meaning, given the term under IRC Section 414(g)(4). In the author’s
opinion, the definition of compensation found in the model documents is, at best, unclear and could result in lower overall contributions than
permitted in a prototype plan.

8 Rev. Proc. 2002-10 (2002-4 1.R.B. 401); but see, IRS Ann. 93-8 (1993-3 LR.B. 61).
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Existing prototype SEP plans must be amended, approved, and adopted by the employer within 180 days
after such plans receive IRS approval.?

Caution: The definition of compensation found in a prototype SEP/SARSEP document may or may
not include elective deferrals as compensation for allocation purposes.

Individually Designed SEP

An employer may design its own SEP. As with qualified plans, an employer is not required to obtain a ruling
from the IRS that the SEP satisfies the requirements of the Code, but employers frequently choose to do s0.10

Written Allocation Formula

Employer contributions must be determined under a definite written allocation formula that specifies the re-
quirements an employee must satisfy to share in an allocation and the manner in which the amount allocated
is computed.!!

Vesting

Because employees’ accounts are maintained in their own IRAs, employees are fully vested in all amounts
contributed on their behalf.12 An employer cannot withdraw any amount from an IRA, even an amount made
in excess of statutory limits.

Employee Eligibility to Participate

An employer has little leeway in choosing those employees to be covered under its SEP. The SEP must cover
each employee who has:

1. Attained age 21 by the end of the plan year in which his or her participation began.
Has performed service for the employer during at least three of the immediately preceding five years.

3. Has received at least $500 for 2007 (as indexed for inflation) in compensation from the employer for
the current plan year.13

An employer may set less stringent requirements when completing the SEP adoption agreement. Al-
though part-time employees are eligible to participate, the ability to have participation commence after the
third year of service may be a better alternative to the general one year-of-service requirement under a quali-
fied plan.

In making these determinations, all members of the employer’s controlled group must be combined, as
well as any members of an affiliated service group.!4 Leased employees must be included as well.18 Union

9 Rev. Proc. 2002-10 (2002-4 LR.B. 401).

10 Rev. Proc. 83-36 (1983-1 C.B. 763).

1 TRC Section 408(k)(5).

12 TRC Section 408(a)(4), 408(b)(4).

13 TRC Section 408(k)(2).

14 TRC Sections 414(b), 414(c), 414(m), 414(n).
15 TRC Section 414(n)@3)(B).
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employees whose benefits have been the subject of good-faith collective bargaining, and nonresident aliens
with no source of income in the United States, may, however, be excluded.®

Although leased employees must be included, statutory exclusions allow an employer, if it so chooses, to
exclude from participation under its SEP plan the following employees:1”

e Union employees whose benefits have been the subject of good-faith bargaining (and whose bargain-
ing agreement does not require that they participate in the SEP)

e Nonresident aliens with no source of income in the United States

Example. Mary will turn age 21 on December 31, 2007, and works for an employer that maintains a SEP
plan on a calendar-year basis. She performed services during 2002, 2003, and 2004, but performed no services
during 2005 and 2006. Mary will share in any employer contribution made for the 2007 plan year.

Compensation is not prorated in determining a participant’s share in any contributions made by an em-
ployer. Service counts no matter how short and need not be in consecutive years. Owners must meet the same
requirements specified in the plan that permit nonowner-employees to participate.

To provide participants who are more highly compensated with larger contributions, as a percentage of
their compensation, contributions may be integrated with Social Security benefits on nearly the same basis as
is permitted for qualified employer defined contribution plans.!® Integration (permitted disparity) is more
fully discussed in Chapter 7, “Permitted Disparity—Integration of Contributions.”

Note. Unlike qualified defined contribution plans, in an integrated SEP, the maximum contribution
amount (without regard to catch-up contributions, $45,000 for 2007) is generally reduced. For individuals
whose compensation is subject to Federal Insurance Contributions Act (FICA) or Self-Employment Contribu-
tions Act (SECA) taxes, the reduction is equal to the integration level (not to exceed the taxable wage base
(TWB) of $97,500 for 2007) multiplied by the rate (technically called the “disparity rate”) that individuals
whose compensation exceed the integration level are benefited under the plan (not to exceed 5.7 percent).
Thus, for example, in an integrated SEP, the maximum excludable contribution (using the maximum dispar-
ity rate and an integration level of $10,000) is $44,430 ($45,000 minus ($10,000 times .057) for 2007.

Service

The term service means any work performed for an employer for any period of time, however short; it need
not be continuous, and no special number of hours is required. The term is not defined in the Treasury
Regulations.

Example. Claude’s uncle owns a gas station that is open on Christmas. The business maintains a calen-
dar-year SEP that provides for an employee to perform services for three out of the five prior plan years to
participate for the 2007 plan year. Claude pumped gas for his uncle’s business on Christmas day in 2002,
2003, and 2004 and earned no compensation until he was formally hired in 2007 when he earned $10,000
cleaning windshields and changing the air in tires. Claude quit his position in November 2007. Claude is eli-
gible to participate in the SEP for the entire 2007 plan year if he attained age 21 or older on December 31,
2007 (regardless of whether he is employed on that date).

16 TRC Section 408(k)(2).
17 TRC Section 408(k)(3)(B).
18 JRC Section 408(k)(3)(D).
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Example. Doris has been performing services for her friend Sol’s sole proprietorship during each of last
three calendar years on a part-time basis (she receives no compensation). Each year, Doris stuffs and ad-
dresses thousands of marketing brochures for Sol’s business; signing Sol’s name to each one. The following
year (year 4), she begins to receive compensation—more than $500—for her services and attains age 21 on
December 31, 2007, the last day of the plan year. Absent an exclusion (for example, nonresident alien, collec-
tively-bargained), Doris is eligible to participate in Sol's SEP, and receive a contribution if any are made in
2007, because she has met all three participation requirements (age, service, and minimum compensation).
The same result would occur if Doris quit or is discharged at any time during 2007 after earning at least
$500.

An owner must satisfy the plan’s eligibility requirements if the owner is to participate. If a SEP plan is
amended to increase the length of service requirement, discrimination is likely to result if HCE participants
could not have met the plan’s eligibility requirements at the time the plan was originally adopted.®

Caution: For SEP and SARSEP purposes, all employees of all employers that are related are treated
as if employed by a single employer. Special complications arise if an employer maintains more than
one SEP agreement and/or makes contributions to a qualified plan. Discriminatory allocations, differ-
ing eligibility conditions, or different investment alternatives available under the plan could cause the
plan to run afoul of IRS rules.

The employer maintaining the plan is treated as the plan administrator for Employee Retirement Income
Security Act of 1974 (ERISA) purposes.

Suitability

A SEP may be established by an employer of any size. The following types of business entities may establish a
SEP:

o Corporations
¢ S corporations

e Sole proprietors (those who own the entire interest in an unincorporated trade or business operated
for profit)

¢ Nonprofit and government entities (SARSEP are not available.)
¢ Limited liability companies (LLCs)
o Limited liability partnerships (LLPs)

General Limitations

There are no fewer than four limits that may apply to a SEP, eight limits if the plan is an SARSEP:

1. The 25 percent participant exclusion limit. Contributions allocated to an individual’s SEP IRA may
not exceed 25 percent (15 percent prior to 2002) of that participant’s includable (that is, taxable)

19 See Rev. Ruls. 73-382 (1973-2 CD 134), 70-75 (1970-1 CB 94).
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compensation. In addition to this exclusion limit, a participant may exclude from gross income any
catch-up contributions, but not other elective deferrals.20 This limit is computed based on the limita-
tion year of the plan (generally the plan year).

Note. Catch-up contributions are treated as includable compensation for purposes of the 25 percent of in-
cludable compensation participant exclusion limit. Catch-up contributions are separately excludable from
gross income.

Note. Catch-up elective contributions do not reduce the base on which the 25 percent participant exclu-
sion limit is calculated.2!

2. The 25 percent deduction limit. Within limits, all SEP contributions are deductible. The deduction
limit (25 percent after 2003) is based on the aggregate compensation (up to $225,000 for each partici-
pant for 2007) without reduction for elective deferrals.22 In addition, elective and catch-up contribu-
tions are separately deductible by the employer beyond the 25 percent deduction limit. Contributions
that exceed the deduction limit may be subject to a cumulative nondeductible excise tax penalty of 10
percent.23 This limit is computed using the compensation for the calendar year that ended with or
within the plan year.

Caution: Contributions, although deductible, may be includable in a participant’s gross income to the
extent the amount allocated exceeds the participant’s 25 percent exclusion allowance (see item 1) or
other limit.

Currently, an employer may make a contribution on behalf of domestic and similar workers (other
than the employer or a member of the employer’s family). The employer, however, is not afforded a
deduction because the contributions are not made in connection with a trade or business. As a result,
the 10 percent excise tax on nondeductible contributions will most likely apply to such contributions.
It should be noted that a savings incentive match plan for employees (SIMPLE) IRA is not subject to
the 10 percent penalty tax on nondeductible contributions involving domestic and similar workers.24

3. The $45,000 IRC Section 415 limit. Contributions, other than catch-up contributions, may not exceed
$45,000 for 2007 ($44,000 for 2006).25 Contributions that exceed the IRC Section 415 dollar limit are
neither deductible by the employer nor excludable from the participant’s gross income. Thus, struc-
turally, a SEP participant cannot receive more than $50,000 ($45,000 if under age 50 at any time dur-
ing the calendar in which the plan year ends) for 2007.26 This limit is determined by reference to the
annual limit in effect for the calendar year in which the plan year ends. For example, if the SEP’s
plan year ended in June, the 2007 limit of $45,000/$50,000 applies for the 2006-2007 plan year. The
$45,000 limit is reduced slightly when applied to an HCE participating in an integrated SEP. (See
Chapter 7.)

20 TRC Section 402(h).

21 IRC Section 414(v)(3)(A).

22 TRC Section 402(h).

23 TRC Sections 4972(a), 4972(d)(1)(A).

24 See IRC Sections 3101, 8111, 3121(a)(7), 3121(a)(10), and regulations thereunder, regarding FICA treatment for payment for services for
home worker service, and for services not in the course of an employer’s trade or business.

25 JRC Section 415(c)(1)(A).

26 TRC Section 415(). See, too, Treas. Reg. Section 1.414(v)-1(d)(1) regarding the treatment of catch-up contributions.
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4. The 100 percent of compensation limit. The total amount of compensation a participant allocates to an
SARSEP may not exceed the participant’s gross compensation.27

The following limits only apply to a SEP with elective contribution provisions.

5. The $15,500 limit on elective deferrals. A taxpayer’s deferral limit under IRC Section 402(g) may not
exceed $15,500 for plan years that end in 2007; $15,000 for plan years that end in 2006. In addition,
up to $5,000 may generally be contributed as a catch-up elective contribution (for 2006 and 2007) if
the individual is age 50 or older on December 31 without exceeding the normal elective limit of
$15,500.

Note. This limit is not reduced by elective contributions made under an eligible 457 plan unless the em-
ployers are treated as a single employer because they are controlled or affiliated as discussed above.

Note. If an individual participates in a 403(b) tax-sheltered annuity or custodial account and a qualified
plan or SEP, the individual must combine contributions made to the 403(b) plan with contributions to a quali-
fied plan and simplified employee pensions of all corporations, partnerships, and sole proprietorships in
which the individual has more than 50 percent control.28 Thus, contributions to such plans may have to be
aggregated with contributions to a SEP or SARSEP for purposes of the 100 percent and $45,000 (for 2007)
limit discussed above, as well as the $15,500 and $20,500 elective deferral limits.

Example. Carlos has a 51 percent interest in a small business that established a SEP for 2007. Carlos is
also a participant in a 403(b) plan maintained by a tax-exempt entity. Carlos must aggregate contributions to
both plans for purposes of the 100 percent/$45,000 limit under IRC Section 415. If Carlos had 15 or more
years of service with a qualifying organization an additional amount could be contributed.2?

6. The excess SEP contributions limit. This applies to contributions that fail the 125 percent nondis-
crimination test of IRC Section 408(k)(6)(iii), which would affect only HCEs.

7. Disallowed deferrals. This applies to deferrals failing the 50 percent participation rate requirement of
IRC Section 408(k)(6)(A)(ii).

8. The $5,000 (for 2007) catch-up contribution limit. Elective deferrals that exceed any applicable limit
are treated as catch-up contributions. The catch-up contribution limit is $5,000 (for 2006 and 2007)
and available for participants age 50 or older.3°

Note. Generally, the applicable dollar amount for any limit (except the $45,000/$50,000 elective contribu-
tion limit) is computed by reference to the limit in effect for the calendar year in which the plan year began.
Special rules apply to catch up contributions (discussed later). See Appendix D.

Except for nondeductible contributions (see item 2), all excesses are includable in gross income at differ-
ent times and in different manners. Some excesses require notification (items 5, 6, and 7), others must satisfy
IRS reporting requirements. Different types of excesses are treated in different manners. For example, items
6, 7, and 8 do not apply to the extent the 25 percent exclusion limit (item 1) is exceeded.

27 TRC Section 415(c)(1)(A).

28 TRC Sections 415(a)(2), 415(h); see also Treas. Reg. §1.415-6(¢).

29 See IRC Section 402(g)(7). A participant’s 403(b) employer is not considered to maintain the tax-sheltered annuity contract (or custodial
account) under IRC Section 403(b) unless the participant has more than 50 percent control in another employer. Thus, in many cases, contri-
butions under a SEP and a non-ERISA 403(b) arrangement (elective deferral plan only) need not be aggregated for purposes of the 100 per-
cent / $45,000 limit under IRC Section 415, nor for purposes of the prior limits under IRC Section 415(e) regarding defined benefit plans and
SEPs. See IRC Section 415(k)(4); Treas. Reg. §§1.415-7(h)(1)(@), 1.415-7(h)(2); Prop. Treas. Reg. §1.415(f)-1(g); Ltr. Rul. 8833047.

30 IRC Sections 402(h)(2), 414(v)(3)(A); Treas. Reg. Section 1.414(v)-1(c)(1).



Chapter 2 Simplified Employee Pension Plans—SEP and SARSEP 23

Note. In taxable years after 2001, employers are no longer required to establish a SEP in combination
with a pension plan (such as a 10 percent money-purchase pension plan) to qualify for the 25 percent overall
employer deduction limit.

Note. For taxable years beginning after 2001, EGTRRA allows for contributions to domestic and similar
workers to continue to be made on a nondeductible basis, and the 10 percent excise tax on nondeductible con-
tributions will not apply to a SIMPLE 401(k) or a SIMPLE IRA because such contributions are not a trade or
business expense.3! Unfortunately, similar provisions were not made for SEP or SARSEP that cover only a
domestic or household worker. Thus, nondeductible SEP contributions may be subject to the 10 percent excise
tax.

Nondiscriminatory Coverage

In general, a SEP is considered discriminatory unless contributions bear a uniform relationship to the com-
pensation of the employees covered.32 In applying this rule, only the first $225,000 in compensation may be
considered for a plan year beginning in 2007 ($220,000 for 2006). That compensation limit amount is periodi-
cally adjusted for inflation.

Nondiscriminatory Contributions

Contributions to a SEP must not discriminate in favor of any HCE.33 For 2007, the term highly compensated
employee (or HCE) means either of the following:

¢ An individual who was a 5 percent owner at any time during the current or preceding year, or

¢ An individual who had compensation from the employer exceeding $100,000 for the preceding year.
(The employer may elect for a year to limit this to a person who was in the top-paid group of employ-
ees for that year.)34

The rule requiring the company’s highest paid officer to be treated as an HCE was repealed for plan years
beginning after 1996.

No Maximum Age Restrictions

There are no maximum age restrictions in a SEP. Eligible employees may participate in a SEP plan regard-
less of their age. Unlike contributions to a traditional IRA, SEP contributions may be made by the employer
to the IRA of an eligible employee after he or she reaches age 70'/2. Even though SEP contributions may con-
tinue beyond age 70z, required minimum distributions (RMDs) must be made from the SEP IRA on a timely
basis.

31 TRC Section 4972(c)(6).
32 TRC Section 408(k)(3)(C).
33 TRC Section 408(k)(3).

34 TRC Section 414(q).
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Salary-Reduction Contribution

A SEP may include a salary-reduction feature, under which employees can choose to have contributions made
from their pay to their IRAs, established under the SEP.35 SARSEP were replaced by SIMPLE plans for years
after 1996. Accordingly, no new salary-reduction SEP may be established, but existing ones are grand-
fathered under the new law. Elective deferrals are permitted only if the following conditions are met:

1. At least 50 percent of the employees eligible to participate choose to make elective deferrals for the
plan year.36

2. The employer had no more than 25 eligible employees (or employees who would have been required to
be eligible if a SEP had been maintained) at any time during the preceding plan year.37

3. The amount deferred each year by each eligible HCE, as a percentage of compensation, is no more
than 125 percent of the average deferral percentage for all other eligible employees, determined
separately.38

Compensation in excess of $225,000 for 2007 is not considered in figuring an employee’s deferral percent-
age.3?

NHCE Compensation Deferred Amount Percentage Deferred

Under the 125 percent rule (also known as the ADP test), the percentage of total compensation (expressed to
2 decimal places) elected to be deferred by each eligible HCE for the current year, excluding catch-up contri-
butions, must not exceed the average of the individual deferral percentages, computed separately and without
regard to catch-up contributions, for all eligible NHCEs multiplied by 1.25.40

Example. Under a grandfathered prototype SARSEP that uses gross compensation (without reduction
for elective contributions) for deferral percentage testing and allocation purposes, a company’s nonhighly
compensated employees (NHCES) elect to reduce their compensation and contribute the noted percentages of
their compensation for 2007, as follows:

Deferred Percentage
NHCE Compensation Amount Deferred
Alice $10,000 $800 8%
Bruce $ 9,000 $360 4%
Carol $ 8,000 $320 4%
Drew $ 7,000 $0 0%

35 TRC Section 408(k)(6).

36 TRC Section 408(k)(6)(A) ().

37 TRC Section 408(k)(6)(B).

38 TRC Section 408(k)(6)(A)(ii).

39 TRC Section 408(k)(6)(B)(ii).

40 TRC Sections 408(k)(6)(A)(iii), 414(v)(3).
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The correct method for computing the percentage of compensation that each eligible HCE may elect to de-
fer is to sum the NHCESs’ individual percentages (that is, determined separately):

Average NHCE Deferral: (8% + 4% + 4% + 0% = 16%) /4 = 4%

This result, 4 percent, multiplied by 1.25, gives 5 percent, which may be deferred by each eligible HCE up to
$15,500, plus catch-up contributions for the 2007 plan year. On the other hand, it is incorrect to compute the
total dollars deferred as a percentage of compensation. Such a computation would be

($800 + $360 + $320 + $0) / ($10,000 + $9,000 + $8,000 + $7,000) = 4.35%
This incorrect result, 4.35 percent, multiplied by 1.25 percent gives 5.44 percent.

Caution: Except as otherwise indicated, the examples in this chapter assume a prototype SARSEP is
used which defines compensation for ADP testing purposes as gross compensation (before reduction for
elective deferrals). In a model SARSEP (Form 5305A-SEP), the term “compensation” generally ex-
cludes elective contributions that are made by the participant to the plan. Under the model document,
the ADP percentage for an employee that deferred $500 from gross wages of $10,000 would be 5.26 per-
cent ($500/ $9,500). If @ model document were used in the example above, the average of the NHCEs’
deferral would be 4.26 percent (8.7 + 4.17 + 4.17 + 0)/4) rather than 4. An HCE employee could defer
5.32 percent (4.26 percent x 1.25) under the model plan,; however, if any nonelective employer SEP con-
tributions are made, plan provisions would generally require that they be allocated based on reduced
compensation (that is, excluding the elective deferrals). It should be noted that the 25 percent exclusion
limit is always based on reduced compensation.4!

Example. The facts are the same as those in the preceding example, except that one HCE is over age 50
on December 31, 2007. That HCE may defer 5 percent of total compensation, up to $15,500, plus a catch-up
contribution of up to $5,000.

Note. The percentage that may be deferred by any one eligible HCE is not dependent (as generally is the
case in a traditional 401(k) plan) on percentages or amounts that other HCEs elect to defer.

Example. Marlin Corporation maintains a SARSEP for its employees using Form 5305A-SEP. Its three
NHCEs elect to defer 2 percent, 3 percent, and 4 percent, respectively, of their compensation. The only other
eligible employee is the owner, Vicki, and she contributes her allowed maximum of 3.75 percent, computed by
taking the average of the deferral rates of each eligible NHCE (separately determined for each employee) and
multiplying it by 1.25. Because Vicki is a key employee and a plan participant, the SARSEP arrangement is
deemed top heavy and Marlin must contribute 3 percent (that is, the lesser of 3 percent or 3.75 percent) to
each non-key employee.

Note. Elective contributions must be reduced if the 25 percent of includable compensation limit is ex-
ceeded. The amount of elective deferrals in excess of the 25 percent exclusion limit may possibly be treated as
a catch-up contribution.

41 See also Publication 4336, Salary Reduction Plans for Small Businesses, that uses unreduced compensation for the ADP denominator with-
out distinguishing between plan types (i.e., model or prototype plan document). Publication 4336 is available at www.irs.gov/pub/irs-
pdf/p4336.pdf.
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Elective deferrals for nonkey employees may not be used to satisfy the minimum contribution top-heavy
rules.*

The salary reduction contribution limit of $15,500 and catch-up contribution limit of $5,000 (the 2007 lim-
its) are indexed for cost-of-living adjustments (COLAs). The limit applies to (on the employer and individual
level) the aggregate of salary-reduction contributions made to all plans permitting such contributions, includ-
ing, for example, 401(k) plans.

Example. Moe, age 30, who has moonlighting income, establishes a SEP program for 2007. Moe also
makes an $8,000 salary-reduction contribution to an unrelated employer’s 401(k) plan for 2007. The most
Moe may contribute to the SARSEP is $7,500 ($15,500 annual limit reduced by the $8,000 elective contribu-
tion). If Moe was age 50 or older, any catch-up contributions would be limited to $5,000 in the aggregate.

Catch-Up Contributions

An individual is eligible to make a catch-up contribution to an SARSEP if the individual is treated as attain-
ing age 50 at any time during the plan year. A calendar-year taxpayer who attains age 50 by the end of the
employees’ taxable year (December 31) is treated as having attained age 50 on January 1 of that year.

Example. Lee will turn age 50 on December 31, 2007 and is a participant in her employer’s SARSEP.
The plan year ends on June 30, 2007. Lee is eligible to make catch-up contributions for the plan year ending
in 2007 because she attained age 50 in the calendar year in which the plan year ended.

Elective deferrals in excess of an applicable limit are treated as catch-up contributions to the extent that
elective deferrals do not exceed the catch-up contribution limit for the tax year reduced by elective deferrals
previously treated as catch-up contributions for the tax year. For 2007, the catch-up contribution limit for an
SARSEP is $5,000 ($2,500 in the case of a SIMPLE IRA).#3 Unless an individual also participates in an eligi-
ble governmental 457 plan, he or she is entitled to exclude from income only catch-up amounts that do not
exceed $5,000 in the aggregate for 2007.44

The amount of elective deferrals in excess of an applicable limit is generally determined as of the end of a
plan year by comparing the total elective deferrals for the plan year with the applicable limit for the plan
year. For a limit that is determined on the basis of a year other than a plan year (such as the calendar-year
limit on elective deferrals under IRC Section 401(a)(30)), the determination of whether elective deferrals are
in excess of the applicable limit is made on the basis of such other year.4

Note. Even though plan years may overlap, the elective deferral limits are determined on a calendar year
basis. Thus, a SARSEP maintained on a basis other than the calendar year may have a difficult time comput-
ing applicable limits and the periods for which they apply.

Catch-up contributions are determined by reference to statutory limits, employer-provided limits, and the
actual deferral percentage (ADP) limit, all of which are discussed in more detail in the following:

42 IRC Section 408(k)(3).

43 TRC Section 414(v)(2)(B).

44 Treas. Reg. Section 1.414-1(2)(2).
45 Treas. Reg. Section 1.414(v)-1(c)(3).
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o Statutory limits. The Code includes statutory limits that pertain to elective deferrals or annual addi-
tions permitted to be made under a SARSEP without regard to IRC Section 414(v). Statutory limits
include the requirement under IRC Section 401(2)(30) that the plan limit all elective deferrals within
a calendar year under the plan and other plans (or contracts) maintained by members of a controlled
group to the amount permitted under IRC Section 402(g) regarding elective contributions.*6 The 25
percent of includable compensation exclusion limit is also a statutory limit.

o Employer-provided limit. An employer-provided limit is the limit placed on employees’ elective defer-
rals under the terms of the plan. SARSEP do not generally contain plan limits on elective deferrals.
Admittedly, some employers cap elective deferrals when they intend to make a top-heavy or other
nonelective contribution to employees’ accounts.

o The ADP limit. For purposes of the 125 percent deferral test in a SARSEP, regulations provide that
any elective deferral for the plan year that is treated as a catch-up contribution, because it is in excess
of a statutory limit or an employer-provided limit, be disregarded for purposes of calculating the par-
ticipant’s actual deferral ratio. That is, catch-up contributions are subtracted from the participant’s
elective deferrals for the plan year prior to determining the participant’s actual deferral ratio. This
subtraction applies without regard to whether the catch-up eligible participant is an HCE or an
NHCE.4

Example. Leonard is an HCE and a catch-up-eligible participant under a SARSEP with a plan year end-
ing October 31, 2007. For the plan year ending in 2007 he made elective deferrals of which $5,100 was treated
as catch-up contributions. If Leonard makes elective contributions for the period starting on November 1,
2007 through December 31, 2007, all elective contributions would be treated as catch-up contributions be-
cause he has already made the maximum normal elective contribution (which is determined on a calendar
year basis). Any deferrals of more than $400 ($5,500 - $5,100) during that 3 month period would be treated as
excess contributions.

Catch-Up Rules

Catch-up contributions are not subject to otherwise applicable limits under a SEP. Thus, an elective deferral
that is treated as a catch-up contribution is not subject to otherwise applicable limits under the SEP, and the
plan would not be treated as failing otherwise applicable nondiscrimination requirements because of the
catch-up contributions. Catch-up contributions would not be taken into account in applying the limits of cer-
tain sections of the IRC (for example, IRC Sections 401(a)(30), 402(h), 404(h), 408(k), 408(p), 415, and 457) to
other contributions or benefits under the plan offering catch-up contributions or under any other plan of the
employer.*8

Caution: Because an amount treated as a catch-up contribution is not taken into account in calculat-
ing the ADP rate, the ADP rate may have to be recalculated if unanticipated catch-up amounts are de-
termined to exist for any participating NHCE.

Example. Jenny, age 60, is a participant in her employer SARSEP. From her wages of $20,000, Jenny
makes $4,500 of elective contributions for the plan year. Jenny’s maximum normal contribution cannot

46 TRC Section 408(k)(6)(A)(v).
47 Treas. Reg. Section 1.414(v)-1(d)(2).
48 Treas. Reg. Section 1.414(v)-1(d).
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exceed 25 percent of includible compensation (the participant exclusion limit) of $4,000.4° Although a statu-
tory limit was exceeded by $500, that amount may be treated as a catch up contribution. If the employer cal-
culated the ADP rate applicable to HCEs using $4,500, it will have to recompute the allowable ADP rate us-
ing $4,000.

Example. Same facts as in the preceding example, except Jenny’s employer contributes 25 percent of
compensation (the maximum allowable employer contribution) to each employee’s SARSEP IRA. None of the
elective contributions that were made for the year can be treated as normal elective contributions under the
plan. Nonetheless, Jenny’s elective contributions ($4,500) will be treated as catch-up contributions up to the
limit maximum catch-up limit of $5,000 for 2007.

Special timing and notification rules apply to excess elective contributions. In addition to contributions in
excess of the 100 percent (up to $45,000/$50,000, as indexed and adjusted) overall limit on total contributions
to any one participant’s account, the participant’s exclusion limit of 25 percent of compensation, and the em-
ployer’s 25 percent of aggregate compensation deduction limit, three other kinds of excess contributions might
occur in a SEP arrangement that allows for elective deferrals:

1. Excess deferrals (deferrals exceeding the taxpayer’s deferral limit under IRC Section 402(g), $15,500
for 2007;

2. Excess SEP contributions (contributions failing the 125 percent nondiscrimination test),5° which
would affect only HCEs; and

3. Disallowed deferrals (deferrals failing the 50 percent participation rate requirement).5!
Top-Heavy Considerations

Catch-up contributions with respect to the current plan year are not taken into account for purposes of IRC
Section 416 regarding top-heavy contribution requirements. However, catch-up contributions for prior years
are taken into account for purposes of IRC Section 416. Thus, catch-up contributions for prior years are in-
cluded in the account balances that may be used in determining whether a plan is top heavy under IRC Sec-
tion 416(g).52

IRC Section 415 Limit Considerations

Catch-up elective contributions are also not taken into account in determining whether the 100 percent of
compensation limit has been exceeded. Other limits, such as the 25 percent of includable compensation exclu-
sion limit, are always lower than the 100 percent of compensation limit.53

Catch-Up Contributions Deductibility
All elective contributions (including catch-up elective contributions) are deductible by the employer.54

49 The 25 percent participant exclusion limit is equal to 20 percent of unreduced (pre-plan) compensation assuming nonelective contributions
are not made (or required to be made) by the employer. $20,000 divided by .25 over1.25 equals the $4,000 normal elective limit computed in
the example.

50 TRC Section 408(k)(6)(A)(ii).

51 TRC Section 408(k)(6)(A)(i1).

52 Treas. Reg. Section 1.414(v)-1(d)(2)(iv).

53 TRC Section 414(v)(3)(A)().

54 TRC Section 404(n).
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Salary-Reduction Limit

An employee may contribute as much as $15,500 for 2007 by means of a salary-reduction agreement. If an
individual participates in a SARSEP and attains age 50 by the end of the calendar year, he or she may make
additional elective deferrals up to an applicable dollar limit. That catch-up amount is in addition to the nor-
mal deferral limit for the applicable year. The maximum amount of the catch-up contributions is the lesser of
the participant’s compensation for the year or the applicable dollar amount.5> The applicable dollar amounts
and catch-up limits for years beginning after 2004 are as follows:56

Year Increased Deferral Limit Catch-Up Limit

2005 $14,000 $4,000

2006 $15,000 $5,000

2007 $15,500 $5,000

2008 Indexed in $500 increments Indexed in $500 increments*

Example. Herb, a calendar-year taxpayer, attains age 50 on November 3, 2007. Herb is a participant in a
SARSEP with a plan year ending on June 30, 2007. He is eligible to make a catch-up contribution for 2007
because he is treated as having attained age 50 on January 1, 2007, which is within the plan year starting
July 1, 2006.

Maximum Compensation Limits

EGTRRA increased the maximum compensation that can be considered on behalf of any participant in a SEP
from $150,000 (actually $170,000 for 2001 because of COLAs) to $200,000 for plan years beginning after
2001. The $200,000 limit is to be increased for COLAs in increments of $5,000. For 2007, the limit is
$225,000. Plan documents determine the actual definition of compensation that is to be used by the adopting
employer for various purposes under the plan. SEP plans do not, however, define compensation for employer
deduction or participant exclusion purposes.

After 2001, the definition of compensation for SEP (and SIMPLE) includes an individual’s net earnings
that would be subject to taxes under SECA but for the fact that the individual is covered by a religious ex-
emption.5” In addition, after 2001, the compensation received by a nonresident alien who is a regular member
of a crew on a foreign vessel engaged in transportation between the United States and a foreign country or a

possession of the United States is not considered U.S.-source income for purposes of a SEP (or any qualified
retirement plan or SIMPLE IRA).58

55 JRC Section 414(v); Treas. Reg. Section 1.414(v).

5 TRC Section 402(g)(1). The $15,500 elective deferral limit is to be increased for COLAs in increments of $500 after 2006. IRC Section
402(2)(5).

57 IRC Sections 401(a)(17), 404(k), 408(1).

58 JRC Section 861(a)(3).
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Integration With Social Security

If a SEP is integrated with Social Security, the contribution percentage made with respect to compensation
above a certain amount (the integration level) is higher than the percentage contributed on compensation be-
low that point. The integration of SEP contributions with Social Security is more fully discussed in Chapter 7.

More Than One Plan

If the employer makes contributions to more than one SEP or to a qualified plan, a special limit called the
annual addition limit applies. For 2007, that limit is equal to the lesser of:

e 100 percent of preplan compensation for the limitation year (that is, without reduction for elective
contributions and salary-reduction contributions to cafeteria plans)

e $45,000 (including elective contributions (maximum $15,500) but not catch-up (maximum $5,000)
contributions for 2007)

Exclusion of Contributions by Employee

Generally, a SEP/SARSEP contribution is not includable in an employee’s gross income nor treated as wages
to the extent that the contributions do not exceed the lesser of (1) 25 percent of includable taxable compensa-
tion for the plan year without regard to the contributions or (2) $45,000.5 Catch-up contributions are sepa-
rately excludable from a participant’s gross income up to $5,000, the limit on catch-up contributions for
2007.60

Example. Joan participates in her employer’s elective SEP plan which is maintained on a calendar year
basis. She has Form W-2, Wage and Tax Statement, compensation of $9,500 for 2007 after making a $500
elective contribution. The 25 percent exclusion limit would be based on $9,500. Thus, the sum of Joan’s em-
ployer’s contributions, including elective deferrals, cannot exceed $2,375 ($9,500 x .25). Although the em-
ployer’s deduction limit is higher, specifically, $3,000 [($10,000 x .25) + $500], amounts allocated to Joan in
excess of $2,375 would be includible in her gross income.

Example. Joe, age 50, participates in his employer's SARSEP which is maintained on a calendar year
basis. Joe’s preplan compensation is $100,000. He contributes $16,000 of that amount to his SEP IRA of
which $500 is treated as an elective catch-up contribution. Joe’s exclusion limit can be computed as follows:

$100,000 - $15,500 = $84,500
$84,500 x .25 = $21,125

The sum of $21,125 and $500 is $21,625, the most that may be excluded from Joe’s income when combined
with any nonelective employer contributions.

59 TRC Section 402(h).
60 TRC Section 414(v).
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The maximum employer’s contribution that does not result in a reduction of the normal elective deferral
limit can be determined as follows:

Preplan compensation $100,000
Less elective contributions -15,500
Exclusion compensation (IRC Section 402(h)) $ 84,500
Exclusion percentage x .25 x .25
Maximum excludable contribution $21,125
Less total elective contribution $15,500
Maximum excludable employer contribution $ 5,625

Contribution Due Dates

SEP are permitted to be based on an employer’s fiscal tax year or based on the calendar year. A business may
deduct contributions to a SEP on its business tax return if the contribution to the SEP IRA is made after the
business tax return is filed but before the due date of the return.6!

To be granted an extension of time to make a SEP contribution, a corporation must file Form 7004, Appli-
cation for Automatic Extension of Time to File Certain Business Income Tax, Information, and Other Re-
turns, by the regular due date of its Form 1120, U.S. Corporation Income Tax Return, or 1120S, U.S. Income
Tax Return for an S Corporation. The automatic extension is six months. The balance due on line 6 must be
paid and the extension filed by the due date for the return for which the extension applies. Special rules apply
to foreign corporations. An extension does not operate to extend the time for payment of any tax due on the
return being extended. 62

Note. If an entity is tax exempt, it has until the due date of its Form 990 (generally, the 15th day of the
5th month following the close of its accounting period) to establish a SEP (but not a SARSEP) arrangement.

If the business in not taxed as a corporation, all owners should have their personal income tax returns ex-
tended to the date the contribution is to be made, or later. A partnership must file Form 7004, Application for
Automatic 6-Month Extension of Time To File Certain Business Income Tax, Information, and Other Re-
turns, for a Partnership, REMIC, or Certain Trusts, by the regular due date of its Form 1065, U.S. Partner-
ship Return of Income. The automatic partnership extension is six months. All partners should have their
personal income tax returns extended to the date that the partnership’s tax return is due. The automatic ex-
tension does not operate to extend the time for payment of any tax due on the return being extended.5?

61 Rev. Rul. 84-18 (1984-1 C.B. 88). See also Litr. Ruls. 8536085 (Jun. 14, 1985), 8628047 (Apr. 15, 1986), and 8611090 (Dec. 20, 1985) regard-
ing post office cancellation date for IRA contributions and the Taxpayer’s Bill of Rights.

62 Treas. Reg. §1.6081-5(a)(1); Treas. Reg. §1.6081-5(a)(5).

63 Treas. Reg. §1.6081-5(2)(1); Treas. Reg. §1.6081-5(a)(5).
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Deduction Timing

For the purpose of claiming a deduction for its contribution, an employer may establish its plan on the basis
of its business taxable year or on the basis of the calendar year. The plan must be based on the calendar year
when an employer is using the IRS model Form 5305-SEP or Form 5305A-SEP to establish its SEP or
SARSEP. Most prototype SEP allow for an employer to choose between maintaining its plan on the basis of
its business taxable year or maintaining it on the basis of the calendar year.

Special rules apply to the timing of the deductibility of an employer’s contribution when a SEP is not
maintained on the basis of its business taxable year (or if the plan is amended to change the plan years4).
Within the prescribed limits, all SEP and SARSEP contributions are deductible by the employer if paid by
the due date (including extensions) of the business tax return and made on account of that taxable year.
Nonetheless, SARSEP contributions (which are plan assets) must be forwarded sooner to comply with De-
partment of Labor (DOL) rules. (See Chapter 20, “Deadlines for Depositing Employer Contributions and Loan
Repayments.”)

The prorating of SEP contributions for a plan year between two taxable years is not permitted for deduc-
tion purposes. Contributions are deductible by the employer in accordance with the following rules:65

1. In the case of a SEP maintained by a calendar-year business on a calendar-year basis, contributions
are deductible for such calendar year.

2. Contributions made to SEP maintained on the basis of the employer’s taxable year are deductible for
such taxable year.

3. When a fiscal-year business maintains a SEP on a calendar-year basis, contributions are deductible
for the fiscal taxable year that includes December 31.

SEP and Traditional IRA

Nothing in the law prohibits an employee from also using his or her IRA established under a SEP as a per-
sonal IRA. A particular financial institution may establish individual restrictions. An employee with compen-
sation of at least $4,000 ($5,000 with catch-up contributions for 2007 and 2008) may generally contribute an
additional $4,000 ($5,000 with catch-up contributions) to his or her SEP IRA for 2007 and 2008, although the
contribution may not be deductible because of the employee’s participation in the SEP.

Withdrawals

A SEP may not prohibit employees from withdrawing amounts from their IRAs established or funded under
the program (but see below).66 Similarly, employer contributions to a SEP may not be conditioned on employ-
ees’ agreeing not to withdraw those amounts.67

64 Special plan provisions are required to change SEP plan years. In general, the employee is to be treated as a participant in both the short
plan year and the new plan year if the employee was eligible to participate in either of those periods.

65 JRC Section 404(h).

66 TRC Section 408(k)(4).

67 IRC Section 408(a)(3), 408(c).
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Restricted Funds

Elective contributions made to a SARSEP may not be withdrawn or transferred to another IRA or SEP IRA
until the earlier of:

1. The time a determination is made by the employer that the special 125 percent nondiscrimination
test has been satisfied, or

2. March 15 following the close of the plan year.

Until such determination is made, any transfer or distribution from a SEP of restricted funds (salary-
reduction contributions and income attributable to such contributions) is subject to tax and may be subject to
the 10 percent premature distribution penalty regardless of whether an exception to the tax would otherwise
apply.68 Excess elective deferrals (amounts in excess of $15,500 plus catch-up contributions for 2007) may be
withdrawn before this time; however, they may not be rolled over or transferred to another IRA.

Note. 1t is not clear whether the restriction applies to all employees or just to HCEs. Any distribution,
transfer, or rollover of the restricted funds before employer certification or before March 15 following the end
of the plan year may be treated as an other than excess contribution, permitted to be withdrawn without pen-
alty. The tax, if any, is reported on Form 5329.69

Excess Contributions

The general rules that apply to excess contributions in traditional IRAs apply to participants in SEP IRAs. In
general, an excess contribution made to a participant’s SEP IRA may be corrected without the individual’s
having to pay a 6 percent penalty tax provided the amount is removed (adjusted for gain or loss) before the
due date of the individual’s federal income tax return (including extensions), and no deduction is taken for the
contribution. If a taxpayer’s return has been timely filed without withdrawing the excess contribution, the
amount may still be withdrawn without penalty no later than six months after the due date of the tax return,
excluding extensions. If the excess is withdrawn within this period, the participant must file an amended re-
turn with “Filed pursuant to Section 301.9100-2” written at the top of the amended tax return, report any
related earnings on the amended return, and include an explanation of the withdrawal. Any other necessary
changes should be made on the return (for example, if the contribution was reported as an excess contribution
on the original return, an amended Form 5329 should be included, reflecting the fact that the withdrawn ex-
cess contributions are no longer treated as having been contributed).™

Top-Heavy Rules

The top-heavy rules for qualified employer retirement plans apply also to SEP. Instead of using aggregate
account balances to determine whether an individually designed SEP plan is top heavy (as required with a
qualified plan), an employer may elect to use annual contributions (presumably for all years). This means, for

68 IRC Section 408(d)(7)(A).

69 Form 5329, Additional Taxes Attributable to IRAs, Other Qualified Retirement Plans, Annuities, Modified Endowment Contracts, and
MSAs.

70 Treas. Reg. Section 301.9100-2; Instructions for Form 5329, “Specific Instructions,” pt. III (2003).
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example, that if key employees’ IRAs receive more than 60 percent of the aggregate employer contributions
allocated to employees for all plan years, the employer must contribute to the IRAs of nonkey employees the
lesser of either:

1. 3 percent of plan year compensation, or
2. The highest percentage of plan year compensation contributed to any key employee’s IRA.

Prototype and model plans use the annual contribution method to determine whether the plan is top
heavy.

Caution: The IRS model SEP agreement, Form §305A-SEP, is automatically deemed top heavy if any
key employee makes an elective contribution. Because SEP generally requires uniform contributions,
these rules are important only for integrated SEP and SARSEP that are top heavy or (as is generally
the case with the IRS model plan) deemed top heavy.

Key Employee

The term key employee was modified by EGTRRA for 2002. For plan years beginning after 2001, an employee
is considered a key employee if, during the plan year, he or she was one of the following:

¢ An officer with compensation in excess of $145,000 (as adjusted for COLAs in $5,000 increments)
for 2007

¢ An owner of more than 5 percent, or
¢ A more than 1 percent owner with compensation in excess of $150,000

EGTRRA eliminated the four-year look-back and the top 10 owner rules. The family ownership attribu-
tion rules under IRC Section 318,7 however, apply in determining whether an individual is a more than 5
percent owner of the employer for purposes of these rules.”? For purposes of determining a plan’s top-heavy
status, the five-year look-back period applicable to distributions was one year, except for in-service distribu-
tions. Also, if an employee has not performed services for the employer during the one-year period ending on
the date the top-heavy determination is being made, that employee’s account balance is not taken into ac-
count for determining top-heavy status.”

Caution: There is no age-21 rule or exception under the IRC Section 318 attribution rules. Legally
adopted children are treated as blood relatives.™

IRC Section 318 Attribution

An individual is deemed to own stock (or other ownership interests) held by his or her spouse unless they are
divorced or legally separated under a decree of separate maintenance. Unlike the controlled group rules,

"1 See, S. Derrin Watson, “Who’s The Employer,” a guide to employee and aggregation issues affecting qualified plans and SEPs, Qs 14:1-
14:17 (4th Ed, 2005) at http://’www.employerbook.com/WTE4/.

2 JRC Sections 408(k)(6)(G); 416(31)(1)(A) and (B).

73 IRC Sections 416(i).

" IRC Section 318(a)(1)(B).
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there apparently is attribution between spouses even if there is an interlocutory decree of divorce, and even if
the nonowning spouse is not involved in the business.”

An individual is also deemed to own stock (or other ownership interests) held by his or her parents, chil-
dren, and grandchildren.” Notice that there is attribution from grandchild to grandparent but not from
grandparent to grandchild. There is no age-21 rule limiting the attribution of stock between parent and child.
Adopted children are treated as blood relatives.” There is no double attribution under the family rules, al-
though stock deemed to be owned under one of the other rules (such as attribution from trusts or options) can
then be deemed to be owned by a family member.

Family Attribution

Example. The Robinson family members consist of Dad and Mom, a married couple, and their children
(Brother and Sister), and Sister’s daughter, Grandkid. Brother was adopted. Their ownership of Xavier Cor-
poration is as shown in the following table:"8

Family Member Shares
Dad 500
Mom 400
Sister 300
Brother 200
Grandkid 100

o Mom and Dad are each deemed to own all 1,500 shares.

e Sister is deemed to own 1,300 shares, all but Brother’s.

¢ Brother is deemed to own 1,100 shares, excepting Sister’s and Grandkid’s.
¢ Grandkid is deemed to own 400 shares, just her own and her mother’s.

Key Employee Family Attribution

Example. Each of the following owns 1 percent of Trout Corporation, namely, Sam, Sam’s wife, Sam’s
mother, Sam’s grandmother, Sam’s son, and Sam’s granddaughter (the daughter of Sam’s son). Sam is
deemed to own the stock of all those individuals other than Sam’s grandmother. That gives Sam exactly 5
percent. Since a 5 percent owner is one who owns more than 5 percent of a company, Sam is not a 5 percent
owner. Sam and each of his five family members is a 1 percent owner, however, since each is deemed to own
more than 1 percent.

No Double Family Attribution

Example. Son, Daughter, and Mother each own 2.5 percent of The Chrysanthemum Corporation. Son and
Daughter are each deemed to own 5 percent, while Mother is deemed to own 7.5 percent. Son’s stock cannot

75 IRC Section 318(a)(1)(A)@).

76 TRC Section 318(a)(1)(A)di).

77 IRC Section 318(a)(1)(B).

8 See, S. Derrin Watson, “Who’s The Employer,” Q 14:7 (4th Ed, 2005) at http://www.employerbook.com. Examples used with permission.
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be attributed to Daughter through Mother. Son and Daughter are not 5 percent owners (again that requires
more than 5 percent), while Mother is a 5 percent owner.

Option Precedence

Example. The facts are the same as in the preceding example, except Mother has an option to buy Son’s
stock. So, Mother is deemed to own Son’s stock because of option attribution, not because of the family rules,
which means it can be attributed from her to Daughter. Accordingly, both Mother and Daughter are deemed
to own 7.5 percent of Chrysanthemum. Son is still deemed to own 5 percent.

Stepchildren

Example. Mabel owns 4 percent of Second Chance, Inc., and her stepson, Roy, owns 2 percent. On these
facts, neither is a 5 percent owner. There is no attribution between stepchild and stepparent. That would re-
quire double family attribution through Roy’s father (Mabel’s husband).

Stock Attribution, Not Compensation Attribution

Example. Dad owns 3 percent of Nepotism, Inc. His salary from the company is $160,000 per year and hence
he is an HCE and a key employee. Daughter does not own any stock in the company, but does receive a salary
of $40,000 per year. Daughter is not an HCE or a key employee. She is deemed to own Dad’s stock, but 3 per-
cent ownership will not make her an HCE. His compensation is not attributed to her, and her compensation
is insufficient to make her an HCE or a key employee.

ERISA Considerations

SEPs are pension plans generally subject to the requirements of ERISA, including its reporting and disclo-
sure obligations. Simple annual reporting requirements apply if the employer has adopted the IRS model
SEP without modification. In that case, the employer need only have complied as follows:

1. Provide employees with copies of the completed Form 5305-SEP.
2. Notifiy each employee in writing of the amount of employer contribution for the year.

3. If the employer selected or otherwise influenced an employee’s selection of a particular IRA that re-
stricts the withdrawal of funds, provide a written explanation of the restrictions and inform the em-
ployee of the availability of IRAs that do not restrict withdrawal.

An employer must also inform its employees of the SEP’s adoption and its terms, including a description
of participation requirements and the benefit allocation formula. Such information is to be provided within a
reasonable time after an employee becomes employed (or after the SEP is adopted, if later). The instructions
to IRS Form 5305-SEP indicate this requirement is satisfied if the employer adopts the IRS model SEP and
gives the employee a photocopy of the completed Form 5305-SEP. Similar requirements apply to a prototype
SEP. The sponsor of a prototype SEP will generally provide a “fill-in-the-blanks” disclosure statement de-
signed to satisfy ERISA’s annual reporting requirements. An employer must also provide each employee an-
nually with a statement showing the amount contributed to the IRA on the employee’s behalf. This require-
ment is satisfied if the information is recorded on an employee’s Form W-2. If the employer cannot locate an
employee, the IRS may require that the employer file reports with the IRS for the employee.
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Note. ERISA prohibits any person from using fraud, force or violence (or threatening force or violence) to
restrain, coerce, or intimidate any plan participant or beneficiary in order to interfere with or prevent the ex-
ercise of their rights under the plan. Willful violation of this prohibition is a criminal offense subject to a
$10,000 fine or imprisonment of up to one year, or both. The Pension Protection Act (PPA increases the penal-
ties for willful acts of coercive interference with participants’ rights under an ERISA plan. The amount of the
fine is increased to $100,000, and the maximum term of imprisonment is increased to 10 years.™

Form Filing

Employers maintaining SEP or SARSEP arrangements generally do not have to file any of the Form 5500
series annual return/reports for employee benefit plans when they conform to the alternate methods of com-
pliance. Generally, under Title I of ERISA, relief from the annual reporting requirements is not available to
an employer who selects, recommends, or in any other way influences employees to choose a particular IRA or
type of IRA into which contributions under the SEP will be made if those IRAs are subject to restrictions that
prohibit the withdrawal of funds for any period (other than restrictions imposed by the Code that apply to all
IRAs). Under current law, the Secretary of the Treasury has the authority to require an employer who makes
contributions to a SEP to provide simplified reports with respect to such contributions. Such reports could
appropriately include information about compliance with the requirements that apply to SEP, including the
contribution limits.8 The IRS is concerned that many employers are not covering all of their eligible employ-
ees. It is likely that simplified reports will eventually be mandated for SEP plans.

Bonding

In most cases, an employer that handles funds or other property that belongs to an ERISA plan (including a
SEP or SIMPLE) is required to be bonded. The basic standard is determined by the possibility of risk or loss
in each situation; thus, it is based upon the facts and circumstances in each situation. The amount of such
bond, which is determined at the beginning of each year, generally cannot be less than 10 percent of the
amount of funds handled. The minimum bond is $1,000. However, contributions made by withholding from
an employee’s salary are not considered funds or other property of a SIMPLE (or SEP) for purposes of the
bonding provisions so long as they are retained and not segregated in any way from the general assets of the
withholding employer. Because employer contributions are made into IRAs established by each employee
(which are outside the control of an employer once made), the bonding requirements would not generally ap-
ply to a SEP or SIMPLE-IRA plan.8!

Bonding Exception

An exception to the bonding requirement generally applies for a fiduciary (or a director, officer, or employee
of the fiduciary) that is a corporation authorized to exercise trust powers or conduct an insurance business if
the corporation is subject to supervision or examination by Federal or State regulators and meets certain fi-
nancial requirements. The PPA provides an exception to the ERISA bonding requirement for an entity regis-
tered as a broker or a dealer under the Securities Exchange Act of 1934 if the broker or dealer is subject to

79 ERISA Section 511, as amended by PPA Section 623(a). The provision is effective for violations occurring on and after August 17, 2006, the
date the PPA was enacted. PPA Section 623(b).

80 TRC Sections 416(i).

81 ERISA Sections 404(c), 412; DOL Reg. Sections 2510.3-3, 2550.412-5. 66 DOL Reg. Section 2510.3-102.
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the fidelity bond requirements of a self-regulatory organization (within the meaning of the Securities Ex-
change Act of 1934).82

In addition, the PPA raises the maximum bond amount from $500,000 to $1 million in the case of a plan
that holds employer securities. A plan would not be considered to hold employer securities within the mean-
ing of this section where the only securities held by the plan are part of a broadly diversified fund of assets,
such as mutual or index funds.83

Forwarding Contributions

Notwithstanding the deduction timing rules, ERISA regulations generally require that employee contribu-
tions be deposited as soon as they can reasonably be segregated from the employer’s general assets, but in
any event within 15 business days (30 days in the case of a SIMPLE IRA) after the end of the month in which
the payroll deduction is made.® The 15- and 30-day periods are not safe harbors. Special considerations apply
to partners. The forwarding requirements for elective contributions are more fully discussed in Chapter 20.
Special deduction issues apply to a SIMPLE-IRA (see Chapter 3).

Example. Finicky Partners maintains a SARSEP or 401(k) plan and the relevant ADP test is satisfied.
On December 31, 2007, the last day of its taxable year, each of the seven partners individually elects to defer
the maximum amount into the plan (not to exceed $15,500 per partner). During 2007, each partner had a
monthly draw of $3,300 cash against eventual earnings. Finicky Partners’ accountant, Katrina, is ill and is
unable to compute the partnership’s net earnings by the due date of the partnership’s tax return. He files for
an automatic six-month extension on behalf of the partnership return (October 15, 2008). Each of the part-
ners’ returns is extended to at least that date. On September 27, 2008, the accountant notifies the partner-
ship that it indeed had a profit and that each of the partners is due an additional $20,000 distribution of prof-
its. Finicky Partners must deposit $108,500 ($15,500 multiplied by 7) as contributions to the 401(k) trustee or
custodian of the seven partners, as soon as they can be deposited, but no later than 15 business days after the
end of September. For deduction purposes, the elective amounts and any nonelective employer contributions
must be deposited by October 15, 2008, the extended due date of Finicky’s 2007 tax return.85 Assuming the
ADP test was satisfied and none of the elective amounts exceeded an otherwise applicable limit, none of the
elective contributions would be treated as catch-up contributions for those individuals age 50 or older by the
end of the calendar year in which the plan year ended.

Example. Same facts as in the preceding example, except Katrina determines that each partner is only
due an addition profit distribution of $5,000. The monthly draw ($3,300) has already been paid, so it cannot
be considered for deferral purposes. Thus, only $35,000 ($5,000 x 7) may be deferred.

82 PPA Section 611(c); ERISA Section 412(a)(2), as amended by PPA § 611(b). The bonding exception provision is effective for plan years be-
ginning on or after 2007.

83 PPA Section 622(b), ERISA Section 412(i), as amended by PPA Section 412(a). The bonding provisions relating to employer securities is
effective for plan years beginning on or after January 1, 2008.

84 JRC Section 318(a)(1)(A)(i).

8 See, Treas. Reg. Section 1.401(k), Preamble; DOL Reg. Section 2510.3-102; Ltr. Rul. 200247052 (Aug. 28, 2002).
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Minimum Required Distributions

The RMD rules, which generally require that distributions begin by the April 1 following the calendar year in
which a plan participant attains age 70, apply to IRAs, IRAs established under SEP, and qualified plans
(such as a profit-sharing plan, or a profit-sharing plan with a 401(k) feature).

There is little difference in the application of the RMD distribution rules to these various types of plans.
One key difference, however, is that an employee, other than a more than 5% owner-employee, who contin-
ues to work after the normal retirement date is not required to commence distributions in a qualified plan.
Employees covered by a SEP are required to commence distributions regardless of whether they actually
retire (the same rule as for IRAs). The RMD rules are more fully discussed in Chapter 14, “Required Mini-
mum Distributions.”

Early Distributions

The 10 percent excise tax for early distributions may apply to distributions before age 592 from IRAs as well
as from IRAs established under a SEP. This topic and the exceptions from the penalty tax are discussed in
Chapter 16, “Rollovers and Portability.”

Regular and Premature Distribution Taxation

Distributions of SEP contributions (including gain) are taxed in the same manner as traditional IRA distribu-
tions. Distributions are subject to federal income tax except to the extent of any basis attributable to nonde-
ductible contributions. Distributions made prior to age 59'/2 may be subject to a 10 percent premature distri-
bution excise tax unless any of the exceptions apply. Other rules may apply to SARSEP distributions and the
removal of excess contributions.

Lump-Sum Distributions

Lump-sum distributions from qualified plans are eligible for favorable tax treatment. This special lump-sum
distribution tax treatment is not available for distributions from IRAs, including distributions from IRAs es-
tablished under a SEP. In addition, distributions from an IRA, including an IRA established under a SEP,
were not allowed to be rolled over into a qualified plan for years before 2002, but can be rolled over beginning
in 2002. Qualified plan distributions may, of course, be rolled over into an IRA under appropriate circum-
stances, and in the case of a conduit IRA (see Chapter 16), the original qualified plan distributions may effec-
tively later be rolled over again into a qualified plan. In that case, the monies may be eligible for lump-sum
distribution tax treatment (10-year forward income averaging and/or capital gains treatment for net unreal-
ized appreciation in distributed employer securities) when distributed from the qualified plan after five years
of participation in the plan.86

If amounts are transferred directly from one qualified plan to another qualified plan, if the employee par-
ticipated in either plan or both plans for a total of at least five taxable years before the taxable year in which

86 Prop. Treas. Reg. Section 1.402(e)-2(e)(3).
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the distribution is made from the transferee plan, the minimum five-year participation requirement may be
satisfied.8?

Effective for distributions made after 2006, a nonspouse beneficiary of an inherited qualified plan ac-
count8 may make a trustee-to-trustee transfer of part (or all) of the deceased employee’s account balance in a
qualified plan to an IRA set up for the purpose of receiving the distribution on behalf of the designated non-
spouse beneficiary of the employee. Rollovers and transfers are more fully discussed in Chapter 16.

Loans

An individual may not borrow from an IRA, including an IRA established under a SEP, whether or not the
individual is an owner/employee.

Termination of SEP Plan

Termination of a SEP is simpler than termination of a qualified plan. IRS approval is not required to termi-
nate a SEP (or a SARSEP). If an employer wishes to permanently discontinue contributions including elective
deferrals, it may amend the SEP (or SARSEP). A copy of the amendment, as well as an explanation of the
amendment (and its effect on participants) must be given to participants. A nonelective SEP could just re-
main dormant.

Protection From Creditors

In the case of an IRA, including an IRA established under a SEP, there is generally no protection of those as-
sets from creditors under state law, because IRS antialienation rules for qualified plans do not apply, and
normally ERISA’s antialienation rule will not apply. As with qualified plan assets, IRA assets are subject to
IRS tax levies (although an exception to the 10 percent early distribution excise tax was recently added to the
Code for such purpose).8? Many states offer protection for IRAs, under which creditors of an IRA owner can-
not gain access to the debtor’s IRA amounts or have only restricted access to those amounts. For a SEP, how-
ever, state statutes protecting an individual's SEP IRA from his or her creditors, or exempting those assets
from inclusion in the individual’s bankruptcy estate, may be preempted by ERISA because a SEP, unlike an
IRA, is generally subject to ERISA. This rationale leaves open the possibility that state laws protecting SEP
assets from the reach of creditors will be preempted when the participant is not in bankruptcy. Creditor pro-
tection is more fully discussed in Chapter 18, “Creditor Protection.”

Many types of retirement funds are protected in bankruptcy. However, for assets in an IRA or Roth IRA,
other than those assets attributable to a SEP or a SIMPLE IRA, the aggregate value of such assets exempted
may not exceed $1 million in a case filed by a debtor who is an individual, except that such an amount may be
increased if the interests of justice so require. The $1 million cap does not apply to amounts attributable to

87 Ltr. Rul. 8004092 (Oct. 31, 1979) permitted tacking of participation years under separate plans when entity incorporated and transferred
assets from terminated Keogh plan into new corporate plan.

88 Similar rules apply to eligible plans under IRC Section 457.

89 IRC Section 72(t).
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rollover contributions under IRC Sections 402(c), 402(e)(6), 403(a)(4), 403(a)(5), and 403(b)(8).2° An unlimited
exemption applies to amounts attributable to contributions made by an employer (including elective contribu-
tions) to a SEP IRA or SIMPLE TRA.9! Creditor protection is more fully discussed in Chapter 18.

Tax Credits

Tax Credit for Employers

A small business that adopts a new SEP (or SIMPLE) can generally claim an income tax credit for 50 percent
of the first $1,000 in administrative and retirement-education expenses for each of the first three years of the
plan. The credit is available only to employers that did not have more than 100 employees with compensation
in excess of $5,000 during the previous tax year. The employer must have had at least one NHCE. The credit
is taken as a general business credit on the employer’s tax return. The other 50 percent of the expenses may
be taken as a business deduction. The expenses must be paid or incurred in taxable years beginning after
2001 and with respect to plans established after 2001.92 The credit is more fully discussed in Chapter 1, “In-
troduction.”

Tax Credit for Employees

For taxable years beginning after 2001, certain low-income taxpayers may receive a nonrefundable contribu-
tion credit for a percentage of their contributions. The credit is based on a sliding-scale percentage of up to
$2,000 contributed to a traditional IRA or Roth IRA; elective deferrals made to a SIMPLE, a SEP, a 401(k)
plan, a 403(b) plan, or a 457(b) plan; and voluntary after-tax contributions to a qualified plan. The credit also
applies to designated Roth 403(b) contributions and designated Roth 401(k) contributions that became effec-
tive in taxable years beginning after 2005. The credit is in addition to any other tax benefit (that is, the possi-
ble tax deduction) that the contribution gives the taxpayer.%

To be eligible for the contribution tax credit, the taxpayer must be 18 years of age or older and must not
be a full-time student or be claimed as a dependent on another taxpayer’s tax return.’

The amount of the credit for any year is reduced by any distribution taken during the testing period from
a qualified plan, a 403(b) plan, a governmental 457(b) plan, or a traditional IRA, whether or not the distribu-
tion is taxable. The testing period consists of the two preceding taxable years, the taxable year, and the period
after the taxable year and before the due date of the federal income tax return of the individual (and spouse of
the individual if a joint return is filed) for the taxable year, including extensions.%

Example. Tom requests an extension of time to file his 2007 tax return until October 15, 2008. Tom will
be ineligible for a tax credit for 2007 if he took distributions totaling at least $2,000 at any time between
January 1, 2005, and October 15, 2008.

Example. Barbara takes an IRA distribution of $2,000 on March 1, 2007. She is ineligible to claim the
contribution tax credit for 2006, 2007, and 2008. Certain types of withdrawals, including the return of an

9 11 U.S.C. §§522(b)(1), 522(b)(2), 522(b)(3), 522(d), 522(n); see also 11 U.S.C. §522(d)(E)(10).
9111 U.S.C. §§522(b)(1), 522(b)(3)(C), 522(d) (referenced by §522(b)(2)).

92 TRC Section 45E.

93 TRC Sections 25B(a), 25B(b).

94 TRC Section 25B(c).

95 TRC Section 25B(c).



49 The CPA’s Guide to Retirement Plans for Small Businesses

excess contribution, a rollover, and a loan from an annuity contract, are not treated as distributions for this
purpose.?

Caution: Amounts withdrawn for first-time home purchases and for either medical or educational ex-
penses may reduce or eliminate the credit for contributions or deferrals to retirement savings plans for
the current year or future years even though they may not be subject to the 10 percent early withdrawal
penalty

Credit rates are based on adjusted gross income (AGI) levels as outlined next.

Joint Filers Heads of Household All Other Filers’ Credit Rate
Over Not Over Over Not Over Over Not Over
$ 0 $31,000 $ 0 $23,259 $ 0 $15,500 50%
$31,000 $34,000 $23,259 $25,500 $15,500 $17,000 20%
$34,000 $52,000 $25,500 $39,000 $17,000 $26,000 10%
$52,000 N/A $39,000 N/A $26,000 N/A 0%

* This column includes single filers and married filers filing separately. Unless corrected by a technical correction, this column also applies to
surviving spouses. When it comes to computing this credit, EGTRRA puts a surviving spouse in an adverse position compared to a head of
household.

Note. The PPA provides for indexing of the income limits applicable to the saver’s credit beginning in
2007, which was also permanently extended by the PPA.97

Example. Morty is married and files a joint tax return with his wife, Ann. Morty’s AGI for 2007 is
$32,000. He contributes $2,000 to an IRA or as an elective deferral to a SARSEP. His tax credit for 2007 is
$400 ($2,000 x .20). If Morty’s contribution for 2007 is only $1,500, his tax credit for 2007 will be $300 ($1,500
x.20). If Morty contributed $4,000 to his IRA for 2007, his credit amount remains at $400 because only up to
$2,000 of contributions may be considered for purposes of the low-income contribution credit.

Example. Carla, who is not married, has an AGI of $24,000 for 2007. Carla contributes (or makes an
elective deferral of) $1,000 to an IRA. Carla’s tax credit for 2007 is $100 ($1,000 x .10).

Although the contribution tax credit could be an incentive to contribute to a Roth IRA rather than to a
traditional IRA, particularly if the credit could eliminate any income tax entirely, situations exist in which
the IRS is paying for the traditional IRA contribution because the IRA deduction is included in the calculation
of the AGI.

Example. Joseph and La Toya file a joint tax return. Each contributes $2,950 to a Roth IRA for 2007.
Their AGI is $31,000. Because Joseph and La Toya are under age 50, their contribution limit for 2007 is
$4,000. They are entitled to a credit of $1,180 ($5,900 x .20). If Joseph or La Toya contributes an additional
$100 to a traditional IRA, their AGI will become $31,000 and the credit percentage will jump from 20 percent

9% See IRC Section 25B(d)(2)(C).
97 TRC Section 25B(h), stricken by PPA §812; IRC Section 25B(b).
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to 50 percent. Their combined credit will increase from $1,180 to $3,000 ($6,000 x .50), giving them a $1,820
reduction in tax for the additional IRA contribution.

Taxpayers qualify for the contribution tax credit even if they are over age 70; however, distributions, in-
cluding RMDs, may make taxpayers ineligible for the credit. For older taxpayers, a Roth IRA or a transfer to
an employer’s plan (if the individual is not a 5 percent owner and is not retiring) might be a good idea.

Practice Pointer: The fact that the credit is available to spouses who file separate returns means
that a lower-income spouse can qualify for the credit even if the couple’s joint income is too high. For
example, if a husband has an AGI of $50,000 and the wife has an AGI of $24,000, the wife qualifies for
a credit of 10 percent of any qualified contribution on a separate return, even though the couple can-
not take a credit for the contribution on a joint return.

Retirement Planning Advice Provided by Employers

EGTRRA clarifies that retirement planning advice provided by employers to employees (and their spouses)
after 2001 on an individual basis is a nontaxable fringe benefit to the extent such services are made available
on substantially equivalent terms to all employees.%

Individualized Investment Advice

The PPA adds a new category of prohibited transaction exemption under ERISA and the Code in connection
with the provision of individualized investment advice through an “eligible investment advice arrangement”
to beneficiaries of IRAs and to participants and beneficiaries of a defined contribution plan who direct the in-
vestment of their accounts under the plan (for example, a designated Roth contribution program). In the case
of an eligible investment advice arrangement, the arrangement must be expressly authorized by a plan fidu-
ciary other than the person offering the investment advice program, or any person providing investment op-
tions under the plan, and including an affiliate of either person. In general, if an eligible investment advice
arrangement provides investment advice pursuant to a computer model, the model must satisfy several re-
quirements. These requirements, transactions with service providers, as well as other ERISA considerations,
are more fully discussed in Chapter 23.

Coercive Interference with ERISA Rights

ERISA prohibits any person from using fraud, force or violence (or threatening force or violence) to restrain,
coerce, or intimidate any plan participant or beneficiary in order to interfere with or prevent the exercise of
their rights under the plan. Willful violation of this prohibition is a criminal offense subject to fine or impris-
onment.® See Chapter 23 for additional information.

98 TRC Section 132(a)(7), 132(m)(1).
9 PPA Section 623(a), amending ERISA Section 511.
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Plan Correction Programs—EPCRS, VFCP, and DFVC

The IRS’s Employee Plans Compliance Resolution System (EPCRS) and the DOL’s Voluntary Fiduciary Cor-
rection Program (VFCP) are more fully discussed in Chapter 13, “Plan Correction Programs—EPCRS, VFCP,
and DFVC.” The EPCRS is a comprehensive system of integrated correction programs that plan sponsors
may use to correct eligible failures and to continue providing their employees with retirement benefits on a
tax-favored basis. VFCP allows certain persons to avoid potential civil actions, penalties, and the assessment
of civil penalties under ERISA. In general, the exemption affects plans, participants, and beneficiaries of such
plans in connection with investigation or civil action by the DOL.

The Delinquent Filer Voluntary Compliance Program (DFVC) is designed to encourage voluntary compli-
ance with the annual reporting requirements under ERISA and is also discussed in Chapter 13.

SEP Compared to a Qualified Plan

A SEP program can compare favorably with a qualified plan even though fully vested SEP contributions
would generally be made for transient employees with three or more years of service. A qualified plan’s
shorter eligibility requirement (generally a requirement of one year and 1,000 hours-of service) may result in
contributions having to be made or allocated to more employees. Although the qualified plan would most
likely have a vesting schedule applied to employer-derived accrued benefits or account balances, the schedule
is applied to an additional two years of contributions made by the employer. The plan that offers the least
employee cost at all points along an employee’s employment time line can be identified only after considering
many factors, including the potential growth of the business, the age of the employee, employee turnover,
whether the employee was employed on the last day of the plan year, whether the employee worked at least
500 or 1,000 hours, work patterns, and so on. In addition, there must be an analysis of a group’s eligibility to
participate initially and then to receive contributions (and the extent to which those contributions will be
vested upon an employee’s termination of service).

SEP Advantages and Disadvantages

SEPs provide a number of advantages, as well as disadvantages. Each are discussed in the following sections.
SEP Advantages

The advantages of SEP are as follows:

e SEP plans are easy to establish, and their enumerated administrative burdens are minimal, espe-
cially if the IRS model is used.

o SEP plans are easy to understand and communicate to employees.

e SEP disclosure notice is only required initially and whenever the SEP is amended.
¢ SEP plans have limited fiduciary hability.

¢ SEP plans are cost-effective.

¢ SEP plans are less burdensome to administer than qualified plans.
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Contributions may be as high as $45,000 ($50,000 with catch-up contributions under a SARSEP) for
2007.

Contributions may be changed from year to year and, unlike under a qualified plan, need not be re-
curring; that is, an employer can make a contribution simply for one or two years, without the need to
make contributions in any succeeding years.

Minimal reporting requirements apply (the assets are held and accounted for by the IRA custodian or
trustee); in particular, Form 5500 and summary plan descriptions normally are not required.

An employer may adopt a SEP on or before the deadline for filing the employer’s federal income tax
return for the year for which the employer wishes to take a deduction; this is in contrast to the re-
quirement that a qualified plan be adopted by the last day of the employer’s taxable year for which
the plan is to be effective.

In determining whether a SEP is top heavy, an employer may elect that the SEP count only aggre-
gate employer contributions (presumably for all years), rather than the total amount in employees’
accounts. This election (or default) may be contained in the SEP document established by the
employer.

There are no vesting schedules for SEPs. Vesting is 100 percent and immediate.

SEP contributions may be integrated with Social Security benefits, thereby increasing the percentage
of total contributions allocated to HCEs.

Elective (including catch-up) contributions are deductible in addition to the 25 percent of preplan ag-
gregate compensation deduction limit.

For HCEs only, the $45,000 (for 2007) limit is reduced if the plan is integrated with Social Security.

SEP Disadvantages

An employer wishing to ensure that employees will not spend their retirement monies prior to retirement
should establish a qualified plan under which distributions are not permitted prior to some retirement age,
such as age 65. Under an IRA, including an IRA established under a SEP, employees have an unfettered
right to withdraw monies from their IRAs at any time, although they may face a 10 percent penalty for pre-
mature distribution. The following are also disadvantages:

Most employees, including part-time employees, who have worked during three of the last five years,
must receive a contribution.

Contributions are nonforfeitable (vested) when made.

Leased employees generally must be covered.

Deductible contributions in excess of a participant’s 25 percent of includable compensation may have
to be included in the participant’s gross income.

Employees can remove monies from their accounts immediately, leaving them with no funds at actual
retirement.

Loans are not permitted.

Creditors of employees may be able to gain access to SEP assets (although perhaps not in cases in
which the employee becomes bankrupt or applicable state law shields SEP amounts from the em-
ployee’s creditors in bankruptey).

Employees cannot be required to be employed on the last day of the year, or to work a minimum
number of hours during the year, in order to receive a contribution.
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Investments are limited by IRA rules and must be held by an IRS-approved trustee or a custodian.
Life insurance may not be held in a SEP.

No lump-sum distribution or 10-year averaging of capital gains treatment is available for
distributions.

Employee pretax elective contributions are permitted only if there are no more than 25 eligible em-
ployees in the preceding plan year and at least 50 percent of eligible employees choose to make pretax
contributions; in addition, discrimination tests apply to each HCE on an individual basis, rather than
on the basis of average contributions made by HCEs (as under a qualified 401(k) plan); no matching
contributions are permitted on pretax deferrals to a SEP.

Unlike for qualified plans, there is no exception from the early distribution tax for distributions (1)
after separation from service after attaining age 55, (2) for deductible medical expenses, or (3) to al-
ternate payees under a qualified domestic relations order. On the other hand, the early distribution
tax exception for periodic payments applies whether or not the individual has separated from service,
whereas for qualified plans that exception applies only for payments beginning after the employee’s
separation from service.

The SEP is required to include employees who earn less than $500 (the 2007 limit) during the plan
year ending in 2007.

Employer may not make matching contributions.
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Exhibit 2-1. SEP Checklist for 2007

Every year it is important that the requirements for operating a simplified employee pension (SEP) be reviewed. The
following list is a “quick tool” fo help keep a SEP in compliance with many of the important tax rules. This list is not a
complete description of all plan requirements, and should not be used as a substitute for a complete plan review.

1. Are all eligible employees participating in the SEP?
Any employee who is at least 21 years of age, was employed by the employer for 3 of the
immediately preceding 5 years, and recefved compensation from the employer of at least $500
auring the year (the 2007 limit) is eligible to particjpate in a SEP.

2. Does the SEP cover all businesses that the owner and/or his or her family members own?
Employees of other businesses that the business owner and his or her family members own may
have to be treated as employees when determining who is an eligible employee under the SEP.

3. Have all eligible employees been given information about the SEP?
The plan sponsor (generally the employer) must give its employees certain information about the
SEP, including a copy of the SEP document. Form 5305-SEP is the SEP document if using the
IRS’s model form.

4. s an eligible employee’s compensation determined using an appropriate definition in accordance
with the SEP document?
Compensation used to determine contributions must also be limited to $225,000 for 2007, and is
subject fo cost-of-living adjustments in later years.

5. Are contributions made only to a traditional [IRA?
All SEP contributions must go to tradiitional IRAs established for the eligible employees.

6. Are SEP contributions to each employee’s IRA limited as required by law?
Contributions to a SEP-IRA are limited to the lesser of 25 percent of the employee’s compensation
for the year or $45,000 for 2007, and is subject to cost-of-living adjustments for later years.

7. Are employer contributions immediately 100 percent vested?
Employer contributions cannot be conditioned on anything. Once made, the employee owns all
contributions.

8. If required, have top-heavy minimum contributions been made to the SEP?
Ifa SEP is top-heavy or deemed top-heavy, contributions must be made for the nonkey employees
equal to the lesser of 3 percent of compensation or a percentage equal to the highest contribution
rate of any key employee.

9. For deduction purposes, were employer contributions deposited on time?
An employer has until the due date, including extensions, of its tax retumn to deposit employer
contributions in order to obtain a deduction.

10. If the model Form 5305-SEP was used to set up the plan, is this SEP the business’s only
employee retirement plan?
A sponsor of a SEP established using model Form 5305-SEP cannot sponsor another
retirement plan, such as a 401(k) plan.

If “No” was the response to any of the above questions, mistakes were made in the operation or
administration of the SEP. Many mistakes can be corrected easily, without penalty and without
notifying the IRS (see Chapter 13).

47
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Exhibit 2-2. SARSEP Checklist for 2007

Every year it is important that the requirements for operating a salary reduction simplified employee pension (SARSEP) be
reviewed. The following list is a “quick tool” to help keep a SARSEP in compliance with many of the important tax rules.
This list is not a complete description of all plan requirements, and should not be used as a substitute for a complete plan

review.

1. Was the SARSEP established prior to January 1, 1997, and subsequently amended for current law?
No new SARSEPs can be established after 1996. SARSEPs should be updated to benefit from the
new law.

2. Does the employer have 25 or fewer eligible employees?
Only businesses with 25 or fewer eligible employees can contribute to a SARSEP.

3. Are all eligible employees participating in the SEP?
An employee who is at least 21 years of age, was employed by the employer for 3 of the
immediately preceding 5 years, and received compensation from the employer of at least $500
during the year (2007) is eligible to participate in a SEP.

4. Isthe business that the SEP covers the only business that owner and/or his or her family members
own?
Employees of other businesses that the business owner and his or her family members own may
have to be treated as employees when determining who is an eligible employee under this SEP.

5. Have all eligible employees been given information about the SARSEP?
Al eligible employees must receive certain information about the SARSEP, including a copy of the
SARSEP document. Form 5305A-SEP is the SARSEP document if using the model form.

6. Are all employee elective deferrals within the appropriate limit: $15,500 for plan years that end in
20077
For employees age 50 or over, additional catch-up contributions of up to 85,000 can be made for
2007.

7. Do 50 percent or more of all eligible employees make employee elective deferrals?
At least half of all eligible employees must make employee elective deferrals to the SARSEP.

8. Are total contributions (employee elective deferrals and nonelective employer contributions) no
more than 25 percent of compensation?
For 2007, contributions are limited to the 25 percent of compensation, but not more than $45,000.
The dollar amount is adjusted annually for changes in the cost of living. SARSEPs do not permit
employers fo make matching contributions fo participants’ accounts.

9. Were employee elective deferrals deposited on time?
Employee elective deferrals must be remitted to the appropriate financial institution as soon as
possible but, in any event, no later than 15 days following the monih in which the employee would
have otherwise received the money. Remittance within a period as short as 1 day may be
reasonable under some circumstances.

10. Was the annual average deferral percentage test performed?
The amount deferred each year by each highly compensated employee as a percentage of pay
(the deferral perceniage) cannot exceed 125 percent of the average deferral percentage
(determined separately) of eligible nonhighly compensated employees (NHCE). If there are no
NHCEs, the deferral test is automatically satisfied.

11. Are top-heavy minimum contributions required to be made to the SARSEP?
Refer to the plan document for information. Plans using the model IRS Form 5305A-SEP are
deemed top-heavy if a key employee participates. Most other plans (e.g., a prototype SARSEP)
require annual testing.

If “No” was the response to any of the above questions, mistakes were made in the operation or
administration of the SARSEP. Many mistakes can be corrected easily, without penalty and without

notifying the IRS (see Chapter 13).
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SIMPLE Plans

A savings incentive match plan for employees (SIMPLE) is a simplified retirement plan for small
businesses that allows employees to make elective pretax contributions and requires employers to make
matching or, alternatively, nonelective contributions. A SIMPLE may be part of a 401(k) plan or it may
be used as an individual retirement account or annuity (IRA). When it is used as an IRA, it is known
as a SIMPLE IRA. See comprehensive illustrations in Appendix A, ‘“Plan Feature Comparison
Charts.”

Contributions are limited to employee elective contributions and required employer maiching

contributions or nonelective contributions. No other contributions are permitted, except rollovers from
another SIMPLE IRA.

SIMPLE IRA Plans

A SIMPLE IRA plan is an IRA that satisfies several additional rules and also includes a qualified salary-
reduction arrangement.! The plan under which contributions are made is called a SIMPLE to distinguish it
from a SIMPLE arrangement established in the form of a qualified 401(k) plan (called a 401(k) SIMPLE),
which are separately discussed below. When established in IRA form, many of the qualified plan rules do not
apply.

Each employee decides whether to contribute and in that way reduce the amount of his or her compensation
for tax purposes, as well. Contributions are made by the employer to an IRA, called a SIMPLE IRA, to which
the only contributions that may be made are contributions under a SIMPLE IRA plan and rollovers or transfers
from another SIMPLE IRA. No other types of contributions are permitted to be made under a SIMPLE.

Each contributing employee may choose whether to have the employer make payments as contributions
under the SIMPLE IRA plan or to receive these payments directly in cash.

1 The provisions relating to SIMPLEs are effective for years beginning after December 31, 1996. The Small Business Job Protection Act of
1996 (SBJPA, Public Law 104-188) was signed by President Bill Clinton on August 20, 1996. See SBJPA Section 1421.
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Employer Eligibility

A SIMPLE-IRA plan may be established by an eligible employer but generally must be the only plan main-
tained by that employer. The following types of business entities are eligible to establish a SIMPLE:

Corporations
Partnerships
S corporations

Sole proprietors (individuals who own the entire interest in an unincorporated trade or business op-
erated for profit)

Limited liability companies (LLL.Cs)
Limited liability partnerships (LLPs)
Nonprofit and government entities

The term plan includes a qualified plan or annuity, a governmental plan, a tax-sheltered annuity or cus-
todial account, a simplified employee pension (SEP), or a simple retirement account.?

Example. Mega Incorporated and Merger Incorporated are both owned by Buddy. The entities are lo-
cated in different states. They each adopt a separate SIMPLE. Notwithstanding that both Mega and Merger
are treated as a single employer, the adoption of a second plan invalidates the adoption of both SIMPLE

plans.

SIMPLE IRA Requirements
The general requirements for a SIMPLE established in the form of an IRA are the following:

1.

Fr ik

The employer must be an eligible employer for the calendar year. Although a tax-exempt employer
may not maintain a salary-reduction or elective SEP (SARSEP), it may establish a SIMPLE. A gov-
ernmental employer may also establish a SIMPLE (if allowed by state enabling statutes).?

The only contributions permitted are contributions under a qualified salary-reduction arrangement.*
All contributions must be fully vested.5
Eligible employees must have the option to participate.

Special administrative requirements must be satisfied (for example, each eligible employee must be
notified at least 60 days before the election period that he or she may make or change a salary-
reduction election and whether he or she may elect the financial institution that will serve as trustee
or custodian of the plan).”

2 IRC Sections 219(g)(5), 408(p)(2)(D).

3 Notice 98-4, Q&A B-4 (1998-2 IRB 26).
4 TRC Section 408(p)(1).

5 IRC Section 408(p)(3).

6 JRC Section 408(p)(4)(A) and (B).
7IRC Section 408(p)(3).
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The Employer

The term employer includes all related employers. All related employers should adopt the SIMPLE by affixing
their signatures to the SIMPLE agreement (and by adopting a written resolution if necessary). A related em-
ployer is either a member of an affiliated service group, a controlled group of corporations, or a trade or busi-
ness under common control.8 In other words, all employees of all employers that are related are treated as if
employed by a single employer for SIMPLE purposes. An exception is provided, however, if an employer be-
comes or ceases to be related. The exception only applies during the transition period which begins on the
date of the change in members of the group and ends on the last day of the first plan year beginning after the
date of such change. In general, if the coverage requirements were satisfied before each change and coverage
under the plan is not significantly changed during the transition period (other than change by reason of the
change in members of the group), the participation rules will continue to be satisfied during the transition
period.®

Example. Primary Insurance has 60 employees, who all participate in a SIMPLE IRA. Berry Insurers,
an unrelated employer, maintains a qualified plan for its 80 eligible employees. On May 1, 2007, Primary
purchased Berry and became the parent in a parent-subsidiary controlled group. Primary may continue to
maintain its SIMPLE IRA for its 60 employees, as well as future eligible employees from May 1, 2007, to De-
cember 31, 2008. Coverage under the SIMPLE IRA may not be significantly changed, and only individuals
who would have been employees of Primary had the transaction not occurred may participate.

Special complications arise if an employer maintains more than one SIMPLE or makes contributions to a
qualified plan. As previously stated, a SIMPLE generally must be the employer’s only plan. If elective contri-
butions are made to more than one plan of an employer or multiple employers (other than an eligible 457
plan), the limit under Internal Revenue Code (IRC or the Code) Section 402(g), $15,500 for 2007, generally
applies, even though elective SIMPLE contributions cannot exceed $10,500 plus catch-up contributions (up to
$2,500) for 2007.

SIMPLE Plan Adoption

An employer can establish a SIMPLE IRA plan by adopting either (1) an IRS model agreement, using Form
5304-SIMPLE or Form 5305-SIMPLE; (2) a prototype SIMPLE IRA sponsored by a qualified financial insti-
tution (for example, a bank or insurance company); or (3) an individually designed plan.

A prototype or model SIMPLE plan must be used with an IRS model SIMPLE IRA (Form 5305-S or 5305-
SA) or an IRS-approved prototype SIMPLE IRA.10

In March 2002, the IRS issued new model SIMPLE forms that have been amended for EGTRRA and the
required minimum distribution (RMD) regulations. Beginning October 1, 2002, these amended model forms
must be used to establish new SIMPLE IRA plans and new model SIMPLE IRAs. Model SIMPLE IRA plans
existing at that date were required to be amended for EGTRRA and adopted by employers by December 31,
2002. This step required an employer signature. Employees were not required to sign the document to adopt
the SIMPLE IRA. A mass mailing of the new document to employees was sufficient.!!

8 TRC Section 414(b), (c), (m) or (0).

9 IRC Section 410(b)(6)(C); see Rev. Rul. 2004-11 (2004-7 IRB 480) regarding the transition rule on a pension and profit-sharing plan following
a sale of subsidiary stock to an unrelated employer.

10 Rev. Proc. 87-50 (1987-2 CB 647); Rev. Proc. 97-29 (1997-1 CB 698).

11 Rev. Proc. 2002-10 (2002-4 IRB 401); IRS Ann. 2002-49 (2002-19 IRB 919).
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Form 5305-SIMPLE was revised in August 2005. An employer is not required to execute the August 2005
version if the employer had executed the March 2002 version of the form.

Effective Date

The effective date is the date that the provisions of a plan become effective. Except for the first plan year that
the employer is adopting a SIMPLE IRA, the effective date must be January 1.12

In all other cases, the effective date cannot be any later than October 1. Special rules, however, apply to
new employers that are formed after October 1. The effective date is used primarily for determining the re-
quired 60-day enrollment period.13

100-Employee Rule

Employers who employed 100 or fewer employees who earned $5,000 or more in compensation for the preced-
ing calendar year are generally eligible to adopt a SIMPLE IRA. Although an employer may elect to exclude
employees covered under a collective bargaining agreement for which retirement benefits were the subject of
good-faith bargaining, those employees are nonetheless included for the purpose of the 100-employee limita-
tion. Any type of business entity can establish a SIMPLE IRA, including tax-exempt employers and govern-
mental entities.* Employees include self-employed individuals (owners of unincorporated businesses) who
received earned income from the employer during the year.!5

Caution: For purposes of the 100-employee limitation, all employees employed at any time during the
calendar year are taken into account, regardless of whether they are eligible to participate in the SIM-
PLE. Thus, certain unionized employees who are excludable under the rules of IRS Section 410(b)(3),
nonresident alien employees, and employees who have not met the plan’s minimum eligibility require-
ments must be taken into account. Any such employee, however, can be excluded for the purpose of de-
termining the employee’s eligibility to participate.18

Exclusive Plan Requirement

Except for a plan whose only participants are employees covered under a collective bargaining agreement
(and who are excluded from participating in the SIMPLE IRA plan), an employer may not maintain a SIM-
PLE if it maintains another qualified plan, a SEP, a SARSEP, or a 403(b) tax-sheltered annuity plan.l” Fur-
thermore, an employer may not maintain more than one SIMPLE.!8

Example. In 1992, Christine Manufacturing, Inc., the plan sponsor, established a money purchase pen-
sion plan for employees who perform work subject to prevailing-wage rates under the Davis-Bacon Act. In
2007, the IRS selected for a limited scope audit the money-purchase pension plan’s Form 5500, Annual Re-
turn/Report for Employee Benefit Plan. In handling the audit, the sponsor’s third-party administrator (TPA),
who has expertise in the qualified plan area, learned that the plan sponsor had adopted a SIMPLE IRA plan
on a company-wide basis in 2003 intended to satisfy the requirements of IRC Section 408(p). The plan spon-
sor had established the plan on the basis of a good-faith, but erroneous belief that its qualified plan for

12 JRC Section 408(p)(6)(C).

13 JRC Section 408(p)(5).

14 TRC Section 408(p)(2)(C)().

15 TRC Section 408(p)(6)(B).

16 TRC Sections 401(c)(1), 408(p)(2)(C)H)(T), 408(p)(4)(B).
17 TRC Section 408(p)(2)D)().

18 TRC Section 219(g)(5).
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prevailing wage employees under the Davis-Bacon Act satisfied the exception to the exclusive-plan rule in
IRC Section 408(p)(2)(D), relating to plans maintained for collectively bargained employees. Unbeknown to its
TPA and other advisers, the plan sponsor maintained and made contributions to the money-purchase pension
plan for every calendar year that the SIMPLE IRA was in existence (2003 through 2007). Christine Manufac-
turing is not eligible to maintain a SIMPLE IRA plan; thus, the SIMPLE IRA contributions (employee salary
deferrals and employer matching contributions made on behalf of employees) are rendered nondeductible or
prohibited excess contributions in each of those years. The Employee Plans Compliance Resolution System
(EPCRS)” can be used to correct this failure. See Chapter 13, “Plan Correction Programs—EPCRS, VFCP,
and DFVC.”

Acquisitions, Dispositions, and Similar Transactions

Special rules called the grace-period rules apply upon an employer’s acquisition, disposition, or similar trans-
action for purposes of (1) the 100-employee limit, (2) the exclusive plan requirement, and (3) the service and
compensation coverage rules for participation. In the event of such a transaction, the employer will be treated
as an eligible employer and the arrangement will be treated as a qualified salary-reduction arrangement for
the year of the transaction and the two following years, provided (1) such requirements were met immedi-
ately before each such change and (2) such arrangement would satisfy the requirements to be a qualified sal-
ary-reduction arrangement after the transaction if the trade or business that maintained the arrangement
prior to the transaction had remained a separate employer.19

Example. Jordan owns Amber, a computer rental agency that has 80 employees, each of whom received
more than $5,000 in compensation in 2007. Jordan also owns Bright, a company that repairs computers and
has 60 employees who received more than $5,000 in compensation in 2007. Jordan is the sole proprietor of
both businesses. IRC Section 414(c) provides that the employees of partnerships and sole proprietorships that
are under common control are treated as employees of a single employer. Thus, for purposes of SIMPLE
rules, all 140 employees are treated as being employed by Amber. As a result, neither Amber nor Bright is
eligible to establish a SIMPLE for 2007.

Example. Cobra Company employed 90 individuals during 2007 and 2008. It establishes a SIMPLE IRA
for 2008 for employees who earned at least $5,000 from Cobra during any two previous years. During 2009,
Cobra hires 50 additional employees. All employees earn at least $5,000. If it were not for the grace period,
Cobra would not be eligible to maintain a SIMPLE for 2010 because it employed more than 100 employees
earning at least $5,000 in 2009 (the preceding year).

Example. Blueberry Corporation employed 90 individuals during 2005 and 2006. All employees earn at
least $5,000. Blueberry establishes a SIMPLE IRA for 2007 for those employees who earned at least $5,000
from the company during any two previous years. During 2007, Blueberry hires 50 new employees. Although
Blueberry would be ineligible to initially establish a SIMPLE for 2008 because it had more than 100 employ-
ees earning at least $5,000 during 2007, it may continue to maintain its existing SIMPLE during the two-
year grace period (that is, for 2008 and 2009).

Example. Roller Skate Company employed 85 individuals during 2005 and 2006. All employees earn at
least $5,000. Roller Skate establishes a SIMPLE IRA for 2007 for employees who earned at least $5,000 from
the company during any two previous years. Sixty of the original 85 employees quit during the first half of
2007. During the second half of 2007, Roller Skate hired 50 additional employees. Roller Skate would not be

19 TRC Sections 408(p)(10), 410(b)(6)(C)D{D).
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an eligible employer for 2008 if it were not for the grace period (because it had more than 100 employees dur-
ing 2007 with compensation of $5,000 or more).

Exclusive Plan Requirement

An employer that maintains a SIMPLE during any part of the calendar year may generally not maintain a
qualified plan with respect to which contributions are made or benefits are accrued for service in that calen-
dar year. For this purpose, a qualified plan includes, for example, a SEP, SARSEP, profit-sharing plan,
money-purchase pension plan, or defined benefit pension plan.20 An employer that maintains more than one
SIMPLE plan is also in violation of the exclusive plan requirement.?! A qualified plan, however, whose only
participants are employees covered under a collective bargaining agreement is disregarded if these employees
are excluded from participating in the SIMPLE IRA plan.

Example. Sid owns 95 percent of Marvin Gardens Company and 87 percent of Charles Place Corpora-
tion. Marvin Gardens established a SIMPLE IRA for its employees specifying a prior year’s compensation
requirement of $2,000. To avoid covering some of the employees in Charles Place, Marvin Gardens estab-
lishes a second SIMPLE IRA that specifies a $5,000 prior year’s compensation requirement. Because both
Marvin Gardens and Charles Place are part of a controlled group, and thus are treated as a single employer,
neither of the plans passes muster because the exclusive plan requirement has been violated.

Employee Eligibility Requirements

Each employee, regardless of age, who received at least $5,000 in compensation from the employer during any
two preceding calendar years (whether or not consecutive) and who is reasonably expected to receive at least
$5,000 in compensation during the calendar year must be eligible to participate in the SIMPLE IRA plan for
the calendar year.22 For purposes of the SIMPLE IRA, compensation includes wages, tips, and any other pay
from the employer subject to income tax withholding and deferred amounts that were elected in that year
under any 401(k), 403(b), governmental 457(b) plan, SEP, or SIMPLE.

A self-employed individual’s compensation for the year is his or her net earnings from self-employment
(NESE) before subtracting any contributions made to a SIMPLE IRA on his or her behalf.23 However, a self-
employed individual may use only 92.35 percent of his or her NESE because of the 7.65 percent in lieu of de-
duction used in computing NESE.2¢

Excluded Employees

An employer may elect to exclude the following employees from participation:25

1. An employee covered under a collective bargaining agreement for which retirement benefits were the
subject of good-faith bargaining.

2. An employee who is a nonresident alien and received no earned income from sources within the
United States.

20 TRC Section 408(p)(2)(D)(ii).

21 IRC Section 219(g)(5).

22 TRC Section 408(p)(4).

23 JRC Section 408(p)(6)(A)().

24 TRC Section 408(p)(6)(A)(ii).

25 JRC Sections 408(p)(4)(B), 410(b)(3).
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3. An employee who would not have been an eligible employee if an acquisition, disposition, or similar
transaction had not occurred during the year.

An employer may impose less restrictive eligibility requirements by eliminating or reducing the service
requirement, the prior-year compensation requirement, the current-year compensation requirement, or all
three.

Example. Sherri, the owner and only employee of a newly established small business, creates a SIMPLE
IRA plan using a model SIMPLE for 2007. The plan does not have a service requirement. A new employee,
Muffin, is hired in June 2006, and Sherri amends the plan to provide for one year of service so that Muffin
will not be eligible to participate until the following year. In 2007, Sherri duly amends the plan, this time
providing for a two-year service requirement. Again, Muffin is ineligible. It is not known whether such a roll-
ing eligibility period will pass IRS scrutiny.

Example. Brad’'s employer maintains a SIMPLE IRA plan in 2007. The plan uses the maximum service
provision (two years) and the maximum compensation amount ($5,000) for determining eligibility. Brad
earned $10,000 in 1999 and 2000 but did not perform any service during 2001, 2002, and 2003. During 2004
and 2005, Brad earned $2,600 each year. Brad is reasonably expected to earn $7,000 in 2007. He is therefore
eligible to participate in the plan in 2007 because he can reasonably be expected to earn at least $5,000 in
compensation during the current year, and he has already earned $5,000 in two previous years.26

Example. Veronica has been a full-time employee of the Indomitable Ice Company for 18 years. Her an-
nual salary is $36,000. Shortly before the plan’s election period (November 2 to December 31), Veronica re-
quests and is granted an 11-month personal leave of absence to start on January 1, 2007. For 2007, Veronica
is reasonably expected to earn only $3,000 and will not be eligible to participate in the SIMPLE for 2007 if the
company imposes a current compensation requirement in excess of $3,000.

Example. The facts are the same as those in the preceding, except that (1) on January 2, 2007, Veronica
decides not to take the leave of absence; (2) Indomitable Ice had duly elected to make the 2 percent nonelec-
tive contribution; and (3) the plan requires that an employee must be “reasonably expected” to have $5,000 of
current compensation to participate but requires only that an employee have $2,000 of current compensation
to receive a nonelective contribution. Veronica is not entitled to receive a nonelective contribution because she
was not an eligible employee; that is, she was not reasonably expected to earn $5,000 (even though she did
earn more than $2,000).

Participation in More Than One Plan

An employee may participate in a SIMPLE IRA plan even if the employee also participates in a plan of an
unrelated employer for the same year. However, the employee’s salary-reduction contributions generally are
subject to an aggregate calendar-year limit of $15,500 plus catch-up contributions on elective deferrals for
2007. It should be noted that the elective deferral limit applies separately to an eligible 457(b) plan.2” Thus,
catch-up contributions made to a governmental 457(b) plan do not reduce catch-up contributions in other
types of plans (that is, 403(b), 401(k), SIMPLE, or SARSEP plans).

26 JRC Section 408(p)(4)(4), 408(p)(6)(B).
27 IRC Section 402(g)(3).
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Maximum Age Restrictions

There are no maximum age restrictions. Eligible employees may participate in a SIMPLE IRA plan regard-
less of their age. Unlike contributions to a traditional IRA, SIMPLE contributions may be made by an em-
ployer to a SIMPLE IRA of an eligible employee after the employee reaches age 70%.

Note. The maximum $15,500 annual limit that applies to exclusions of salary reductions and other elec-
tive deferrals in qualified and other types of plans under IRC Section 402(g) also applies on an individual
level.28 Therefore, if an employee is a participant in any other employer plans during the year and has elec-
tive salary reductions or deferred compensation under those plans, the salary-reduction contributions under
the SIMPLE plan are also included in the $15,500 annual limit.2

Caution: The IRS has determined that the employee, not the employer, is responsible for ensuring
these requirements are not violated when the employee makes elective (pretax) contributions to quali-
fied plans of unrelated employers. Therefore, the employee cannot rely on the employer’s determining
whether the elective limit has been exceeded due to salary exclusions under the plans of one or more
other employers.

An Employee

Only a common-law employee of the employer may participate in a SIMPLE IRA plan. The term employee
also includes self-employed individuals (including partners in a partnership) and leased employees (as de-
scribed in IRC Section 414(n)) but does not include nonresident aliens who receive no income from sources
within the United States. An eligible employee means an employee who satisfies the age and compensation
requirements (if any are set by the employer).30

Domestic and Similar Workers

Currently, an employer may make a contribution on behalf of domestic and similar workers other than the
employer or a member of the employer’s family. The employer, however, is not afforded a deduction, because
such contributions are not made in connection with a trade or business. For taxable years beginning after
2001, EGTRRA allows such contributions to be made on a nondeductible basis, and the 10 percent excise tax
on nondeductible contributions does not apply to a SIMPLE 401(k) or a SIMPLE IRA solely because the con-
tributions are not a trade or business expense.3!

Caution: This provision is intended to apply only to employers that have paid and continue to pay all
applicable employment taxes, but the statute does not include this limitation.32 Similar provisions were
not made for a SEP or a SARSEP covering only a domestic or household worker. Thus, the nondeduct-
ible contribution to a SEP or a grandfathered SARSEP may be subject to a 10 percent penalty.33

28 JRC Section 402(g)(1).

29 TRC Section 402(g)(8).

30 TRC Section 408(p)(4)(A), 408(p)(6)(B).

31 TRC Section 4972(c)(6). See IRC Sections 3101, 3111, 3121(a)(7), 3121(a)(10), and regulations thereunder, regarding FICA treatment for
payment for services for home worker service, and for services not in the course of an employer’s trade or business.

32 EGTRRA Section 637; H.R. Conf. Rep. 107-51, pt. 1 (2001).

33 TRC Section 4972(d)(1)(iv).
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Compensation

Compensation used for SIMPLE IRA plan purposes means the sum of the wages, tips, and other compensa-
tion from the employer subject to federal income tax withholding and the employee’s salary-reduction
contributions made under the plan, and if applicable, elective deferrals under a 401(k) plan, a SARSEP, or a
IRC Section 403(b) tax-sheltered annuity or custodial account, and compensation deferred under a 457 plan
required to be reported by the employer on Form W-2, Wage and Tax Statement.34

For a self-employed individual (including a partner in a partnership), compensation means the NESE de-
termined under IRC Section 1402(a) prior to subtracting any contributions made by the self-employed indi-
vidual. In computing NESE, that section provides for an in lieu of deduction of 7.65 percent; thus, only 92.35
percent of the NESE (before the application of the in-lieu of deduction) is treated as compensation.

Compensation earned before a new plan’s effective date cannot be ignored or prorated.3s This is important
in determining the amount of compensation that is considered by the employer in making its contribution.
Thus, compensation for the entire calendar year must be used.

Practice Pointer: For years beginning after 2001, the definition of compensation includes an indi-
vidual’s net earnings that would be subject to taxes under the Self-Employment Contributions Act
(SECA) but for the fact that the individual is covered by a religious exemption.36

Note. After 2001, if a nonresident alien is a regular member of a crew on a foreign vessel engaged in
transportation between the United States and a foreign country or a possession of the United States, the
compensation received by the nonresident alien is not considered U.S. source income for purposes of a SIM-
PLE IRA (or any qualified retirement plan, including a SEP, a SIMPLE IRA, and a SARSEP).37

Vesting

Because employees’ accounts are maintained in their own IRAs, employees are fully vested in all amounts
contributed on their behalf.38

Employee Contributions

An employee may make annual elective contributions of up to $10,500 for 2007 plus catch-up contributions.
Employer contributions (including pretax elective contributions made by employees) are made in SIMPLE
IRAs generally established by eligible employees. A traditional IRA may not be used in connection with a
SIMPLE of an employer. An employer may not reduce the elective amount that may be contributed to an
amount less than $10,500 plus the $2,500 catch-up contribution limit for 2007. Elective contributions may be
made from amounts that would have otherwise been payable in cash (including bonuses) for the year.

The maximum annual elective deferral limit for a SIMPLE IRA increases from $7,000 (the 2002 limit)
beginning after 2001, as follows:3?

3¢ TRC Sections 408(p)(6)(A), 6051(a)(3), 6051(a)(8).

3 Treas. Reg. Section 1.401(a)(17)-1(b)(3); Notice 98-4, Q&As D-4, I-6 (1998-2 IRB 26).
36 JRC Section 401(c)(2)(A).

37 IRC Section 861(a)(3).

38 TRC Section 408(a)(4), 408(b)(4).

39 TRC Section 408(p)(2)(E)().
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Year Increased Deferral Limit
2002 $ 7,000
2003 $ 8,000
2004 $ 9,000
2005 $10,000
2006 $10,000
2007 $10,500
2008 and thereafter Adjusted for inflation

The elective SIMPLE deferral limit increase for cost-of-living adjustments (COLAs) in increments of $500
after 2006.40

Catch-Up Elective Contributions

If a participant in a SIMPLE will attain age 50 by the end of the taxable year, he or she may make an addi-
tional elective deferral up to an applicable dollar limit. This catch-up amount is in addition to the normal de-
ferral limit for the applicable year. The maximum amount of a catch-up contribution is the lesser of the par-
ticipant’s compensation for the year or the applicable dollar amount. The applicable dollar amounts are as
follows:41

Year Catch-Up Amount
2002 $ 500
2003 $1,000
2004 $1,500
2005 $2,000
2006 $2,500
2007 $2,500
2008 and thereafter Indexed for inflation

The elective SIMPLE catch-up deferral limit increase for cost-of-living adjustments (COLAs) in incre-
ments of $500 after 2006.42

The rates for an employer’s matching contribution, or nonelective contribution, have not changed. This
means that under a SIMPLE IRA plan, a participant may defer 100 percent of compensation or $10,500
($13,000 if age 50 or older), whichever is less, for 2007. The participant receives either a matching contribu-
tion of 3 percent of compensation (or less if permitted) based on his or her total compensation (no $225,000

40 TRC Section 408(p)(2)(E)(i).
41 TRC Section 414(v).
42 TRC Section 414(v)(2)(C).
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ceiling) or a nonelective contribution of 2 percent of compensation based on his or her total compensation
(capped at $225,000).

Example. Tabitha, age 55, participates in her employer’s SIMPLE IRA plan. Her compensation for 2007
is $600,000. Tabitha defers the maximum of $13,000 ($10,500 + $2,500) for 2007. If her employer matches the
amount of her deferrals at 3 percent of compensation, the matching contribution would be $10,500 ($600,000
x .03 = $18,000, but capped at $13,000), the amount Tabitha deferred. Alternatively, if Tabitha’s employer
chooses the 2 percent nonelective contribution option, the nonelective contribution to Tabitha’s account would
be $4,500 ($225,000 compensation limit x .02).

Termination of Election

An eligible employee must be permitted to terminate a salary-reduction agreement at any time. The termina-
tion request must be in writing and become effective as soon as practicable after receipt of the request by the
employer or, if later, the date specified in the termination request.43

Amendment of SIMPLE IRA

An amendment to a SIMPLE can be made effective only at the beginning of a calendar year and must con-
form to the content of the plan notice for the calendar year. Thus, an amendment that conforms to the plan
notice may be made effective as of the beginning of that calendar year.

Employer Matching Contributions

An employer must make either a matching contribution or a nonelective contribution, as may be provided in
the SIMPLE IRA. No other types of employer contributions are permitted.

An employer is generally required to match the employee’s elective contribution on a dollar-for-dollar ba-
sis up to a limit of 3 percent of the employee’s total compensation for the entire calendar year. The 3 percent
limit may be reduced, but not below 1 percent, provided the percentage is not lowered for more than two cal-
endar years out of the last five-year period ending with the calendar year in which the reduction is effective.

Years prior to the plan’s effective date are treated as if the 3 percent contribution were made.
Employer Nonelective Contributions

In lieu of making a matching contribution, an employer may elect to make a nonelective contribution of 2 per-
cent of compensation for each eligible employee, regardless of whether the employee elects to make salary-
reduction contributions for the calendar year. Nonelective contributions, if selected, must be made on behalf
of each eligible employee who has at least $5,000 of compensation from the employer, whether or not the em-
ployee chose salary reduction.*4

The compensation cap of $225,000 (the 2007 limit) applies to nonelective contributions. Thus, the maxi-
mum 2007 nonelective contribution amount or limit is $4,500 ($225,000 x .02).45

Plan Year

SIMPLE IRA plans must be maintained on a calendar-year basis. If the employer’s business taxable year is
not the calendar year, the deduction for the previous calendar year is postponed until the end of the fiscal
year.

43 IRC Section 408(p)(5)(B).
4 TRC Section 408(p)(2)(B).
45 TRC Section 408(p)(2)(B)(ii).
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Example. The Holly Corporation maintains a SIMPLE plan and has a taxable year that ends on June
30, 2007. The contributions made in respect to 2007 will be deductible on Holly’s federal corporate income tax
return for its tax year ending June 30, 2008.

Deduction of Contributions

An employer may deduct contributions, including employees’ elective contributions, for the employer’s taxable
year within which the calendar year for which the contributions were made ends.

A business may deduct contributions made into SIMPLE IRAs of eligible employees on its business tax
return, where the contribution to the SIMPLE IRA is made after the business tax return is filed but before the
due date of the return.4® Contributions are treated as made for a taxable year if they are made on account of
such taxable year and are made not later than the due date of the business tax return (including extensions).

Note. The employer, as is also true of employers making contributions under other salary-reduction
plans, such as 401(k) plans, is deemed to have made the contribution on behalf of the employee who elected to
reduce salary, and so the employer can take the same deduction that would have applied had the amount
been paid to the employee as cash salary, rather than being directed to the SIMPLE IRA in accordance with
the employee’s instruction. Elective contributions are not included in an employee’s gross income.

For the purpose of IRC Section 4972(d), a SIMPLE is treated as a qualified employer plan and is, there-
fore, subject to the penalty tax on nondeductible contributions. The employer is subject to a 10 percent pen-
alty tax on any excess nondeductible contributions.4?

Contribution Due Dates

An employer must make matching contributions or nonelective contributions to the employee’s SIMPLE IRA
by the date that its tax return for the tax year is due (including extensions) for the purpose of claiming its de-
duction. For deduction purposes, employee elective contributions must be made to the employee’s SIMPLE
IRA no later than the thirtieth day of the month following the month in which the amounts would have been
payable to the employee in cash (or the amount of earned income in the case of a self-employed individual is
determined). Alternatively, if the elective contribution is made sooner, the contribution must be made on the
earliest date the amount can reasonably be segregated from the employer’s general assets.48 Special rules
may apply to partners in a partnership. See Chapter 20, “Deadlines for Depositing Employee Contributions
and Loan Repayments.”

An employer may deduct matching and nonelective contributions for its taxable year only if the contribu-
tions are made by the date (including extensions) the employer’s tax return is due. A sole proprietor or a
partner in a partnership must also have his or her personal income tax returns extended to the date contribu-
tions will be made or later.

Salary-reduction (elective) contributions must be made no later than the thirtieth day of the month fol-
lowing the month in which the amounts would have been payable to the employee in cash to be deductible by

the employer, although they may have to be deposited sooner under Employee Retirement Income Security
Act of 1974, as amended (ERISA).

46 See Rev. Rul. 84-18 (1984-1 CB 88).
47 IRC Section 4972(a), 4972(d)(1){(A)(iv).
48 DOL Reg. Section 2510.3-102(b)(1).
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Effect on Social Security Benefits

An employer’s matching and nonelective contributions to a SIMPLE IRA are not subject to the Federal In-
surance Contributions Act (FICA), which determines Social Security contributions, or Federal Unemployment
Tax Act (FUTA). Elective contributions to a SIMPLE IRA are excludable from the employee’s income and are
not subject to federal income tax withholding, but they are subject to FICA, Medicare, railroad retirement,
and federal unemployment taxes.

Example. In 2007, Tiger, age 60, was a participant in his employer’s SIMPLE. His Form W-2, Wage and
Tax Statement, compensation, before SIMPLE contributions, was $41,600, or $800 per week. Instead of tak-
ing all compensation in cash, Tiger elected to contribute 12.5 percent of his weekly pay (that is, $100) to his
SIMPLE IRA. For 2007, Tiger’s salary-reduction contributions totaled $5,200, which was less than the nor-
mal $10,500-limit on such contributions for 2007. Under the plan, Tiger’s employer is required to make dol-
lar-for-dollar matching contributions to Tiger's SIMPLE IRA. The employer’s matching contributions must
equal Tiger’s salary reductions but cannot be more than 3 percent of Tiger’s annual compensation (before sal-
ary reduction). Thus, the employer’s annual matching contribution to Tiger's SIMPLE IRA was limited to
$1,248 (that is, 3 percent of $41,600).4°

If Tiger were self-employed (for example, not paid on Form W-2), only 92.35 percent of his self-
employment income can be used; thus, his 3 percent contribution would be only $1,152.53 ($41,600 x .9235 x
.03). As a self-employed individual, Tiger’s total contribution, including the dollar-for-dollar matching contri-
bution, would be $6,352.53 (salary-reduction contributions of $5,200 + $1,152.53).

Example. The facts are the same as those in Example 1 except that Tiger’s Form W- 2 compensation for
2007 was $300,000, and he chose to have $13,000 contributed to his SIMPLE IRA. $2,500 is treated as a
catch-up contribution.

Tiger’s salary-reduction contribution for the year, $13,000 is the 2007 limit for individuals age 50 or older.
Three percent of Tiger's annual compensation is $9,000, which is more than the amount his employer was
required to match ($13,000), so Tiger’s employer’s matching contribution was $9,000. The total contributions
made on Tiger’s behalf for the year are $22,000 ($13,000 + $9,000) for 2007.50

If Tiger were self-employed (that is, not paid on Form W-2), only 92.35 percent of his self-employment in-
come could be used. Although Tiger could elect to defer $13,000, his matching contribution may not exceed
$8,311.50 ($300,000 x .9235 x .03). As a self-employed individual, Tiger’s total contribution, including the dol-
lar-for-dollar matching contribution, would be $21,311.50 ($13,000 + $8,311.50). Had Tiger’s self-employment
income been $469,229.385! and had he contributed $13,000 for 2007, he would receive the maximum match-
ing contribution of $13,000 ($469,229.38 x .9235 x .03).

Example. The facts are the same as those in the first paragraph of Example 2 except that Tiger’s em-
ployer chose to make nonelective contributions instead of matching contributions. Because an employer’s
nonelective contributions are limited to 2 percent of the first $225,000 of the employee’s compensation, Tiger’s
employer contributed $4,500 to Tiger’s SIMPLE IRA in 2007. The total contributions made on Tiger’s behalf
for the year were $17,500 (Tiger’s salary reductions of $13,000 plus his employer’s nonelective contribution of
$4,500).

49 TRC Sections 408(p)(2), 1402(a)(12).
50 TRC Sections 408(p)(2), 1402(a)(12).
51 $469,229.38 equals $13,000 divided by .9235 divided by .03.
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Example. Tony, a self-employed individual with no other employees, has self-employment income of ex-
actly $4,331.35, resulting in net earnings from self-employment (NESE) of $4,000. Tony’s SIMPLE provides
for a matching contribution (up to 3 percent of compensation). Tony’s recharacterized compensation is $3,880
($4,000 minus $120 ($4,000 x .03)). If Tony contributes $4,000 and receives a $120 matching contribution, the
excess amount may be subject to a penalty tax. To the extent contributions under a SIMPLE are not deducti-
ble by the employer, the employer (including a self-employed individual who is treated as the employer) is
subject to a 10 percent nondeductible contribution penalty tax under IRC Section 4972.52 Form 5330, Return
of Excise Taxes Related to Employee Benefit Plans, is used for this purpose.

Reporting Requirements

Employers maintaining a SIMPLE IRA plan do not generally have to file any of the Form 5500 series annual
return/reports for employee benefit plans. However, an employer must report to the IRS on Form W-2 which
employees are active participants in the SIMPLE IRA plan and the amount of the employee’s salary-
reduction (elective) contribution.?3

Excess Contributions

Excess SIMPLE IRA contributions are created if contributions are made in excess of the amounts permitted
or if an employer does not qualify to establish or maintain a SIMPLE IRA plan.5* An amount contributed on
behalf of an employee that is in excess of an employee’s benefit under the plan or an elective deferral in excess
of the dollar amount ($10,500/$13,000, the 2007 limits) under IRC Section 402(g) is treated as an “excess
amount.”

The IRS has not issued formal guidance on excess contributions to a SIMPLE IRA. Form 5329 does not
provide for such excesses to be reported on that form (nor does Form 5330 apply) because a SIMPLE IRA is
not a traditional IRA, although it is an IRA (just like a SEP or a SARSEP). The Code does not appear to pro-
vide a remedy. An employer may be able to correct most failures under the IRS correction program (see Chap-
ter 13).

Therefore, many financial organizations will not make a corrective distribution from a SIMPLE IRA. In-
stead, they consider any withdrawal an age-based distribution that is taxable when withdrawn and subject to
the 25 percent penalty tax unless an exception applies. (See Chapter 16, “Rollovers and Portability.”) These
organizations suggest that the excess should either be left in the SIMPLE IRA (apparently they believe that
the 6 percent excise tax under IRC Section 4973 is not an issue) or be withdrawn.

Excess contributions timely distributed from an IRA or SEP IRA are not subject to federal income tax (as-
suming no prior deduction was taken or the amount was not excluded from income). Thus, excess contribu-
tions distributed (with any gain thereon) before the due date of the individual’s federal income tax return are
not subject to the 10 percent tax upon early distribution even if the owner is under age 59% at the time of dis-
tribution. Arguably, neither the 10 percent nor the 25 percent tax would apply when an excess contribution is
timely corrected, inasmuch as the correcting distribution is not subject to taxation under IRC Section
408(d)(4). According to statements made by representatives of the IRS at the National Conference of the

52 IRC Section 4972(d)(1)(A)(iv), 4972()(2)(A).
53 TRC Sections 408(p)(2), 1402(a)(12).
54 TRC Sections 402(k), 408(p)(1).
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American Society of Pension Actuaries (ASPA) in 2000, the 25 percent penalty does not apply if an employer
adopts a 401(k) plan invalidating the qualified salary-reduction plan in a SIMPLE 55

Treatment of Excesses

With one exception relating to excess deferrals under a SARSEP,5 none of the guidance issued with respect
to SIMPLE IRAs or to other types of excess contributions suggests how excess SIMPLE IRA contributions
should be treated or specifies any correction method. Because excess contributions are not deductible, the
employer is subject to a 10 percent penalty tax unless the excess is corrected.5” An excess amount cannot be

used by the employee as a traditional IRA contribution because such contributions must be made to a tradi-
tional IRA, a term that does not include a SIMPLE IRA.58

The regular IRA excess contribution rules do not appear to apply to the employees, because a SIMPLE re-
tirement account is “an individual retirement plan [as defined in Section 7701(a)(37)]” that must meet addi-
tional rules specified in IRC Section 408(p).5° An individual retirement plan under IRC Section 7701(a)(37) is
defined as an individual retirement account or individual retirement annuity under IRC Section 408(a) or
408(b), respectively. Thus, SIMPLE IRAs are not correctible under Code Sections 408(d)(4) and 408(d)(5).

The specific instructions for Form W-2 (2006), box 12, relating to 401(k) plan excesses, provide that the
entire elective contribution is reported in box 12 (with code S). The instructions specifically state, “The excess
1s not reported in box 1” [emphasis added]. On the other hand, the instructions on the back of Form W-2
(2006) for completing box 12 state, with respect to code S, “Employee salary-reduction contributions under a
section 408(p) SIMPLE (not included in box 1).” Arguably, excess contributions under a SIMPLE are to be
reported in box 1 but should not be reflected in box 12. This approach seems to eliminate any employer pen-
alty relating to nondeductible contributions by turning those amounts into nonallowable personal SIMPLE
IRA contributions made by the employee.

Because traditional IRA contributions cannot be made to a SIMPLE IRA, in the authors’ opinion, the em-
ployee should remove the excess amount as soon as possible. This approach also seems to eliminate the dis-

tinction between excess employer contributions and excess employee contributions, but leaves open the issue
of income tax withholding and FICA and FUTA taxes.

It is unclear whether including excess amounts on Form W-2 is an acceptable method of correcting excess
contributions made to a SIMPLE IRA. Nonetheless, elective contributions that exceed the annual limit
($10,500/$13,000 for 2007) must be included on a taxpayer’s federal income tax return. The instructions to the
employee on Copy C of Form W-2 state (for line 12): “Amounts in excess of the overall elective deferral limit
must be included in income. See the ‘Wages, Salaries, Tips, etc.’ line instructions for Form 1040.” It is equally
unclear whether an employer can avoid the nondeductible contribution penalty tax by including excess con-
tributions amounts in box 1 of Form W-2. Until such time as additional guidance is issued, correction of ex-
cess contributions under the EPCRS (discussed below) is the only clearly sanctioned method of correction be-
cause the Code does not provide a remedy.

Excess traditional IRA contributions are subject to a 6 percent excise tax for each year that the excess
remains in the IRA, but the tax cannot be more than 6 percent of the value of the IRA determined as of the

55 Paul Schultz, Director of Employee Plans, Rulings and Agreements, and Richard J. Wickersham, Chief, Projects, Branch 2, at the IRS
Q&As, ASPA National Conference (2000). The statements do not represent the official position of the IRS; they were neither reviewed nor
approved by the IRS or the Department of the Treasury.

56 TRS Notice 98-4, 1998-2 IRB 26.

57 TRC Section 4972(d)(1)(A)Gv).

58 TRC Section 408(p)(1)(B).

59 JRC Section 408(p)(1).
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end of the year.® Excess IRA contributions (with earnings) should be removed before April 15t of the tax
year following the contribution of the excess amount. The individual reports the excise tax in Part II of Form
5329, and reports the 10 percent premature distribution penalty tax in Part I of Form 5329 unless an excep-
tion applies. Although the 6 percent penalty tax does not appear to apply to an excess SIMPLE IRA contribu-
tion according to the IRS, the IRS will eventually have to address this issue as it relates to Form 5329 (dis-
cussed above) and Form 1099-R distribution reporting codes. The instructions for Form 1099-R require that
SIMPLE IRA distributions be reported in box 2a (taxable amount). Code S is generally entered in box 7 of
Form 1099-R if the amount is distributed within 2 years and there is no known exception to the distribution
penalty tax. The Form 1099-R instructions offer no clue as to the reporting codes that apply to the return of
excess SIMPLE IRA contributions (adjusted for earnings) that are returned before or after the participant’s
tax filing deadline (including extensions). The requirement to report corrective distributions from nearly all
types of plans are listed and extensively covered on page R-4 of the instructions to Form 1099-R; but the in-
structions contain no mention of excess contributions that are made to a SIMPLE IRA.

It could be argued that an excess contribution to a SIMPLE IRA should be treated in the same manner as
an excess contribution to a SEP IRA. Under a SEP, contributions in excess of 25 percent of an individual’s
taxable compensation are includable in income and reported by the employer on Form W-2 as wages.5! No
comparable provision applies in the case of a SIMPLE, nor does the 25 percent of compensation limit apply.
Excess salary reduction contributions under a SARSEP are subject to special notification and timing rules,
which in some cases treat the amount as an excess only after the notification 1s provided to the employee. In
other cases, the entire arrangement is invalidated if no notification is provided. No notification requirements
are applicable to excesses under a SIMPLE (other than including the amount in box 1).

Note. An employer cannot force a corrective distribution from any type of IRA-based plan, such as a SEP,
SARSEP, or SIMPLE. It appears evident that the IRS is hesitant to address this issue and other issues re-
lating to the proper administration of the tax laws relating to distributions and the correction of excess
contributions.

Note. IRC Section 402(k) provides for excess contributions to be included in the participant’s income, and
IRC Section 404(m) does not provide for a carryforward of nondeductible employer amounts contributed to a
SIMPLE IRA, whereas excesses under a SEP can be carried forward.62

Although no Code remedy exists, it seems that the safest course of action (other than correction under the
EPCRS) would be for the employer to direct a distribution to the participant (adjusted for earnings). For risk-
management purposes, the trustee or custodian will likely request authorizing signatures from both the em-
ployer and participant.

EPCRS Correction

An amount contributed under a SIMPLE IRA on behalf of an employee that is in excess of an employee’s
benefit under the plan or an elective deferral in excess of the dollar amount ($10,500/$13,000 for 2007) under
IRC Section 402(g) is treated as an “excess amount” under the IRS’s EPCRS program. The EPCRS program
provides for two possible correction procedures to correct excess amounts, and another for de minimis excess
amounts.

60 TRC Section 4973(a).
61 TRC Section 402(h).
62 See IRC Section 404(h)(1)(C).
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1. Distribution of Excess Amounts. If an excess amount is attributable to elective deferrals, the plan spon-
sor may effect distribution of the excess amount, adjusted for earnings through the date of correction, to the
affected participant. The amount distributed to the affected participant is includible in gross income in the
year of distribution. The distribution is reported on Form 1099-R for the year of distribution with respect to
each participant receiving the distribution. In addition, the plan sponsor must inform affected participants
that the distribution of an excess amount is not eligible for favorable tax treatment accorded to distributions
from a SIMPLE IRA plan (and, specifically, is not eligible for tax-free rollover). If the excess amount is attrib-
utable to employer contributions, the plan sponsor may effect distribution of the employer excess amount,
adjusted for earnings through the date of correction, to the plan sponsor. The amount distributed to the plan
sponsor is not includible in the gross income of the affected participant. The plan sponsor is not entitled to a
deduction for such employer excess amount. The distribution is reported on Form 1099-R issued to the par-
ticipant indicating the taxable amount as zero.63 Self-correction under this method is generally available.
[Rev. Proc. 2006-27, §9, 2006-22 I.R.B. 945]

Note. It may be difficult for a plan sponsor to utilize this method unless the trustee/custodian and the
employee participant or participants all agree. A recalcitrant employee’s SIMPLE IRA could face possible dis-
qualification and lose its tax-exempt status.

2. Retention of Excess Amounts. If an excess amount is retained in the plan, a special compliance fee of 10
percent of the retained amount (excluding earnings) will generally apply. This is in addition to the $250 sub-
mission compliance fee. If the error was egregious, additional special fees apply.t The plan sponsor is not en-
titled to a deduction for an excess amount retained in the SEP or SIMPLE IRA plan. In the case of an excess
amount retained in a SEP that is attributable to a Section 415 failure, the excess amount, adjusted for earn-
ings through the date of correction, must reduce affected participants’ applicable Section 415 limit for the
year following the year of correction (or for the year of correction if the plan sponsor so chooses), and subse-
quent years, until the excess is eliminated.

3. De minimis Excess Amounts. If the total excess amount in a SIMPLE IRA plan, whether attributable
to elective deferrals or employer contributions, is $100 or less, the plan sponsor is not required to distribute
the excess amount and the special 10 percent compliance fee described in item 2 does not apply.®

Deduction Carryforward

IRC Section 404(m) does not permit an employer to carry forward nondeductible amounts contributed to a
SIMPLE IRA (whereas excesses under a SEP can be carried forward).t6

Time Requirements for Contribution Elections and Notices

Certain time requirements for employee elections and employer notices must be observed for SIMPLE IRAs,
as follows:

Employee Elections

During the 60-day period before the beginning of a plan year and during the 60-day period before the
employee is eligible to participate (the enrollment period), the employee may choose to contribute either a

63 Rev. Proc. 2006-27, Section 6.10(5), 2006-22 IRB 945,

64 Rev. Proc. 2006-27, Sections 12.05, 12.06, 2006-22 IRB 945.
65 Rev. Proc. 2006-27, Section 12.05(c), 2006-22 IRB 945.

66 See TRC Section 404(h)(1)(C).
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percentage of compensation or a specific dollar amount, or an alternative that the employer prescribes con-
cerning the form of election.

Enrollment Period

The election period is the 60-day period before the beginning of any year and the 60-day period before the
employee first becomes eligible to participate. In general, the 60- day period is the statutory period during
which an eligible employee may elect to participate or modify a previous election amount.5” An employer may
allow additional periods for making and changing elections or even lengthen the 60-day enrollment period.
Thus, for a calendar year, an eligible employee may make or modify a salary-reduction election during the 60-
day period immediately preceding January 1 of that year. For the year in which the employee becomes eligi-
ble to make salary-reduction contributions, however, the period during which the employee may make or
modify the election is a 60-day period that includes either the date the employee becomes eligible or the day
before.

The interpretation given the statute allows the 60-day period to include at @ minimum either:68

¢ The date of eligibility, in which case modifications could be made during the election period while the
employee is a participant; or

¢ The day before an employee becomes eligible, in which case a modification could only be made before
participation, unless the plan provides additional election periods.

Election Modiification and Cancellation

An employee who commences participation during the election period may cancel or modify a previous elec-
tion. Any such change is prospective and should be implemented by the employer as soon as is administra-
tively feasible (or, if later, on the date specified by the employee in the salary-reduction agreement).

Example. On November 1, 2007, Tin Company decides to establish its first retirement plan. It adopts a
SIMPLE IRA with no service or compensation requirements for its 40 employees. The plan is duly adopted
and effective on January 1, 2008. Tin’s employees are given a summary description, a model notification to
eligible employees, and a model salary-reduction agreement on November 1, 2007. The 60-day period starts
on November 2 and ends on December 31, 2007.

Here, the 60-day period includes the day before (December 31) the date the employee becomes eligible. Al-
though contributions can be discontinued at any time, no modifications are permitted after the 60-day elec-
tion period unless the plan provides for additional opportunities to modify (or make) an election to defer com-
pensation.

Example. In May 2008, Tin Company decides to adopt its first retirement plan. It adopts a SIMPLE IRA
with no compensation or service requirements covering its 60 employees. The plan is duly adopted on May 25
but states an effective date of June 1, 2008.

Employees are given a summary description, a model notification to eligible employees, and a model sal-
ary-reduction agreement on June 3. The 60-day period starts on June 3. The summary description and other
notices must generally be given before the employees’ 60-day election period. In this case, however, salary-
reduction contributions may start as soon as administratively feasible, but no earlier than June 3, the day of

67 IRC Section 408(p)(5)(C).
68 Notice 98-4, Q&A E-1 (1998-2 IRB 26).
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notification and delivery of the summary description (see the discussion entitled “Special Rule” that follows).
The plan may provide for salary deferrals to start at some later date during the year. In this example, the 60-
day period includes the date the employees became eligible (June 3). The employees may make or modify an
election during the 60-day period that ends on August 2, 2008.

Example. Wick Company establishes a SIMPLE IRA plan effective as of July 1, 2008. Each eligible em-
ployee becomes eligible to make salary-reduction contributions on that date. The 60-day period must begin no
later than July 1, 2008. Alternatively, it cannot end before June 30, 2008.

Special Rule

In the case of an employee who becomes an eligible employee other than at the beginning of a calendar year
because (1) the plan does not impose a prior-year-compensation requirement, (2) the employee satisfied the
plan’s prior-year-compensation requirement during a prior period of employment with the employer, or (3)
the plan is effective after the beginning of a calendar year, the eligible employee must be permitted to make
or modify a salary-reduction election during the 60-day period that begins on the day notice of the election
is provided to the employee and that includes the day the employee becomes an eligible employee or the
day before. In this case, the salary-reduction election will become effective as soon as practical after receipt
of notification by the employee (or, if later, on the date specified by the employee in the salary-reduction
agreement), but any election made by the employee may be modified prospectively at any time during the
60-day period.® An employee election that is timely made cannot be restricted by the employer except to
keep the contribution amount within the legal limit for salary-reduction contributions.

Amendment

Once notices are given to the employee, the employer cannot amend the plan to change the type of contribu-
tion it chose to make. Any such amendment is not effective until the beginning of the following year. If the
plan is terminated, the employer must make the contributions it specified or lose the deduction for its contri-
butions. State law may also require that the employer make its agreed-to contribution.

Termination

Although SIMPLE IRA plans are established with the intention of being on-going, the time may come when a
SIMPLE IRA plan no longer suits the business’s purposes. In a joint IRS/DOL (Department of Labor) publica-
tion, the IRS and the DOL state that to “terminate a SIMPLE IRA plan, notify the financial institution that
you will not make a contribution for the next calendar year and that you want to terminate the contract or
agreement. You must also notify your employees that the SIMPLE IRA plan will be discontinued. You do not
need to give any notice to the IRS that the SIMPLE IRA plan has been terminated.” No further guidance is
provided.™

Employer Notices

Before the beginning of the employee’s 60-day election period, each employee must be notified by the em-
ployer of the employee’s opportunity to make, modify, or terminate a salary-reduction election under a SIM-
PLE IRA plan and the employer’s election to make reduced matching contributions or, alternatively, nonelec-
tive contributions. In this way, the employee who wishes to elect salary reduction will do so with the knowl-
edge of how the employer will be determining its contribution. An employer must also furnish its employees
with a summary description of the plan and other notifications before the beginning of the 60-day election

69 Listing of Required Modifications and Information Package (LRM) for Savings Incentive Match Plan for Employees of Small Employers
(SIMPLE IRA Plan) under IRC Section 408(p) (April 2005), item 6.
70 IRS Pub. 4334, Simple IRA Plans for Small Businesses, p. 5 (Sept. 2004).
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period. The IRS has provided model plan documents (which are not required to be filed with the IRS), includ-
ing forms for meeting employer notification requirements, maintaining plan records, and proving that a
SIMPLE IRA plan for employees was established.

The choice of form and the manner of its completion will indicate whether the employee participants are
allowed to select the financial institutions for receiving their SIMPLE IRA contributions or whether the em-
ployer requires that all contributions under the plan be deposited at a designated financial institution.

If the employer uses a designated financial institution for contributions to the SIMPLE IRA plan, each
employee must be notified in writing that his or her balance can be transferred without cost or penalty.

Taxation of Distributions

In general, all distributions from a SIMPLE IRA are taxable. If received before age 59%, the amount may also
be subject to a 10 percent or 25 percent penalty.” There are a number of exceptions to the early distribution
penalty tax if the individual is under age 59%. (See Chapter 16.) If one of the exceptions to the application of
the penalty tax applies (for example, for amounts paid after age 59%, after death, or as part of a series of sub-
stantially equal periodic payments), the exception will also apply to distributions within the two-year period,
and the 25 percent penalty tax will not apply.

The two-year period begins on the first day on which contributions made by the individual’s employer are
deposited in the individual’s SIMPLE IRA. It would appear that each SIMPLE IRA has its own two-year rule.
Withholding
The usual IRA rules apply to withholding.
IRS Reporting

The trustee or custodian is required to report distribution amounts to the IRS on Form 1099-R and provide a
copy of the form to the owner of the SIMPLE IRA.

Rollovers and Transfers

The usual IRA rules apply to rollovers and trustee-to-trustee (or custodian-to-custodian) transfers. Rollovers
must be completed within 60 days of distribution. The property that is rolled over must be the same property
that was distributed.

With respect to SIMPLE IRAs, a tax-free rollover may be made from one SIMPLE IRA to another in simi-
lar fashion to rollovers between other IRAs of the same type (not more than once in any 12-month period).

A tax-free rollover may also be made from a SIMPLE IRA to a regular IRA or a Roth IRA, provided that
the individual has participated in the SIMPLE IRA plan for the two-year period. Thus, a distribution from a
SIMPLE IRA during the two-year period qualifies as a rollover contribution (and is not includable in gross
income) only if the distribution is paid into another SIMPLE IRA and satisfies the other requirements for
treatment as a rollover contribution.

Example. In 2007, Marbles Ltd. establishes a SIMPLE IRA plan covering two employees, Molly and
George, both age 39. Both employees separate from service in 2008, having made no rollovers and having re-
ceived no distributions. Molly rolls over the funds in her SIMPLE IRA account to a traditional IRA; George
rolls over the funds in his account into a SIMPLE IRA maintained by his new employer, the Diamond

1 IRC Sections 72(t), 408(d)(1), 408(p)(1).
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Company. In both cases, rollovers are made within the two-year period. Molly’s rollover is invalid because it
was not made to a SIMPLE IRA. Thus, the rollover amount is a taxable distribution.

In addition, Molly is liable for the 25 percent penalty tax. Furthermore, the amount she rolled over to her
traditional IRA may be an excess contribution, if the annual limit of $4,000 plus catch-up contributions for
2007 is exceeded. George’s rollover is valid, so there are no tax consequences. Even if Diamond Company did
not offer a SIMPLE IRA, George could have rolled over his funds into Marble Ltd.’s SIMPLE IRA into a SIM-
PLE IRA that he could establish.

Distributions made after 2001 from an individual’s SIMPLE IRA (after the two-year period applicable to
SIMPLE IRAs has expired) may be rolled over into a qualified plan or annuity, traditional IRA, 403(b) annu-
ity or custodial account plan, or governmental 457(b) plan. This rule applies to all amounts in a SIMPLE IRA.
This rule does not apply to any amounts in a Roth IRA or a Coverdell education savings account.” Rollovers
and transfers are more fully discussed in Chapter 16.

Subject to the “one rollover per 12-month period” rules, an individual may receive a distribution and roll
over or transfer all or a portion of the amount received into another SIMPLE IRA, or after the two-year rule
is satisfied, a traditional or Roth IRA. In the case of property, the identical property must be rolled over. Any
amount not rolled over (or transferred) is subject to federal income tax, and if the employee is under age 59%,
a 10 percent or 25 percent early distribution penalty tax may apply.

ERISA Requirements

For purposes of Section 404(c) of the ERISA, a participant or beneficiary in a SIMPLE IRA will be treated as
exercising control over the assets in his or her account on the earliest of one of the following:

¢ An affirmative election among investment options with respect to the initial investment of any contri-
bution

¢ A rollover to any other SIMPLE retirement account or IRA
¢  One year after the SIMPLE retirement account is established

Bonding

In most cases, an employer that handles funds or other property that belongs to an ERISA plan (including a
SEP or SIMPLE) is required to be bonded. The basic standard is determined by the possibility of risk of loss
in each situation; thus, it is based upon the facts and circumstances in each situation. The amount of such
bond, which is determined at the beginning of each year, cannot be less than 10 percent of the amount of
funds handled. The minimum bond is $1,000. However, contributions made by withholding from an em-
ployee’s salary are not considered funds or other property of a SIMPLE (or SEP) for purposes of the bonding
provisions so long as they are retained in and not segregated in any way from the general assets of the with-
holding employer. Because employer contributions are made into SIMPLE IRAs established by each em-
ployee (which are outside the control of an employer once made), bonding would not generally apply.”

Summary Description

The trustee of the SIMPLE is required to provide to an employer, each year, a summary description contain-
ing the following information:

72 TRC Section 408(d)(3)(A), 408(d)(3)(D)().
73 ERISA Sections 404(c), 412; DOL Reg. Sections 2510.3-3, 2550.412-5.
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o Name and address of the employer and the trustee

¢ Eligibility requirements for participation

¢ Benefits provided

e Time and method of making employee elections

e Procedures for and effects of withdrawals (including rollovers) from the arrangement

In general, an employer must notify each employee, immediately before the period for which an employee
election may be made, of his or her opportunity to make the election and include a copy of the above descrip-
tion if received from the trustee. This is the only report required of an employer that maintains a SIMPLE.”

In addition, a trustee must give each participant, within 31 days after the end of each calendar year, a

statement showing the account activity during the year and the account balance at the close of the year. The
trustee is also required to make reports to the IRS on Form 5498.7

Elective Contributions

Elective contributions to an employee’s SIMPLE IRA must be made no later than the thirtieth day of the
month following the month in which the amounts would have been distributed to the employee in cash but for
the election or, if sooner, the earliest date the amounts can reasonably be segregated from the employer’s
general assets.” The 30-day rule is not a safe harbor.

Retirement Planning Advice

EGTRRA clarifies that retirement planning advice provided to employees (and their spouses) after 2001 on
an individual basis is a nontaxable fringe benefit to the extent such advice is made available on substantially
equivalent terms to all employees.”

Tax Credits
Tax Crediit for Employers

A small business that adopts a new SIMPLE can generally claim an income tax credit for 50 percent of the
first $1,000 in administrative and retirement-education expenses for each of the first three years of the plan.
The tax credit for employers is more fully discussed in Chapter 1, “Introduction.”

Tax Credit for Employees

For the 5 taxable years beginning after 2001 (that is, 2002 through 2006), certain individuals may receive a
nonrefundable low-income taxpayer contribution credit for a percentage of their contributions. The credit is
based on a sliding-scale percentage of up to $2,000 contributed to a SIMPLE IRA. The credit is in addition to
any other tax benefit (for example, possible tax deduction) that the contribution gives the taxpayer.’® The tax
credit for employees is more fully discussed in Chapter 2, “Simplified Employee Pension Plans—SEP and
SARSEP.”

74 TRC Section 408(1)(2)(A)B(C).

75 TRC Section 408(1), as amended by Tax Reform Act of 1997 (TRA Section 1601(d)(1)(A)).
76 DOL Reg. Section 2510.3-102.

77 IRC Section 132(a)(7), 132(m)(1).

78 IRC Section 25B(a), 26B(b).
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SIMPLE IRA Advantages and Disadvantages
The advantages of SIMPLE IRAs are that they:

o Are easy to establish.

¢ Are easy to understand and communicate to employees.
o Have limited fiduciary liability.

¢ Are subject to minimal reporting requirements.

o Are cost-effective.

o Have no nondiscrimination testing.

¢ Are subject to no minimum participation requirements.
o Are vested 100 percent and immediately.

SIMPLE IRAs also have a number of disadvantages, as follows:

¢ Annual employer contribution is required.

e The maximum salary-reduction (elective) contribution is limited to $10,500 plus catch-up contribu-
tions ($2,500 maximum) for 2007.

¢ Compensation for nonelective contributions is limited to $225,000 for 2007.
¢ Employer contributions are limited to 3 percent of each participant’s compensation.
¢ The employer may not generally maintain any other type of retirement plan.

o A 25 percent penalty may apply to distributions removed within the first two years from the date the
SIMPLE was established by the employer.

e Life insurance may not be held in a SIMPLE IRA.

¢ Loans are not permitted.

¢ Leased employees must be covered.

¢ (Creditors of employees may be able to gain access to SIMPLE IRA assets.

e Employees are not required to be employed on the last day of the year.

¢ No lump-sum distribution or five-year averaging of capital gains is allowed.

¢ Unlike for qualified plans, there is no exception from the early distribution tax for distributions (1)
after separation from service after attaining age 55, (2) for deductible medical expenses, or (3) to al-
ternate payees under a qualified domestic relations order. On the other hand, the early distribution
tax exception for periodic payments applies whether or not the individual has separated from service,
whereas for qualified plans that exception applies only for payments beginning after the employee’s
separation from service.

401(k) SIMPLE Plans

A 401(k) SIMPLE plan is a qualified 401(k) plan that adopts some of the SIMPLE rules to satisfy annual
nondiscrimination tests. SIMPLE is the acronym for savings incentive match plan for employees.
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A 401(k) SIMPLE plan maintained by an eligible employer is treated as satisfying the participation and
discrimination standards of the IRC provided the arrangement satisfies special rules relating to contributions
and vesting and is the only plan of the employer.”

Although the 401(k) SIMPLE rules are in IRC Section 401(k)(11), subparagraph (D) of that section states
that, “any term used in this paragraph which is also used in section 408(p) shall have the meaning given such
term by such section.” Thus, some of the 401(k) SIMPLE rules are borrowed from and are the same as the
rules for SIMPLE IRAs previously discussed in this chapter.

The 401(k) SIMPLE rules apply to plan years beginning after December 31, 1996.80

Because of the limits, restrictions, and complexities of a 401(k) SIMPLE plan, some commentators believe
it unlikely that many employers will establish SIMPLEs in 401(k) form. In the authors’ opinion, other types
of 401(k) plans (for example, safe harbor 401(k) plans) are more suitable for most employers.

Plan Year

The plan year of a plan containing 401(k) SIMPLE provisions must be the calendar year. Thus, an employer
maintaining a 401(k) plan on a fiscal-year basis must convert the plan to a calendar year in order to adopt
401(k) SIMPLE provisions.8!

Qualification Requirements

Néarly all of the qualification requirements of the IRC continue to apply to a plan that adopts 401(k) SIMPLE
provisions, including the following:

1. The contribution limits of IRC Section 415 (100 percent/$45,000 plus catch-up contributions for 2007)
must be met.

2. The compensation limit ($225,000 for 2007) of IRC Section 401(a)(17) must be met.
3. The plan as amended must operate in accordance with its terms.

In addition, all other requirements applicable to 401(k) plans continue to apply, including the following:

4. The distribution restrictions of IRC Section 401(k)(2)(B), which generally prohibit elective contribu-
tions from being distributed before a participant’s severance from employment, attainment of age
59%, death, disability, or hardship

5. The general prohibition set forth in IRC Section 401(k)(4)(B) against state and local governments’
maintaining a 401(k) plan

Vesting

All contributions (adjusted for gains and losses) made under a 401(k) SIMPLE plan must be fully vested (non-
forfeitable) at all times.82 Contributions not made under the SIMPLE rules in other years may continue un-
der existing or other qualified plan vesting rules.

™ IRC Section 401(k)(11)(A).

8 TRC Section 401(k)(11), 401(m).

81 JRC Section 401(k)(11)(D)(@); Rev. Proc. 97-9, Section 2.04 (1997-1 CB 624); Rev. Proc. 87-27 (1987-1 CB 769), regarding automatic approval
of certain changes in accounting periods for qualified plans and trusts.

82 TRC Section 401(k)(11)(A)(iii).
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Employer Eligibility

Generally, a 401(k) SIMPLE plan may be established only by an employer that had no more than 100 em-
ployees (the 100-employee limit) who earned $5,000 or more in compensation during the preceding calendar
year.3 There is a two-year grace period if an eligible employer ceases to be eligible in a subsequent year. For
purposes of the 100-employee limit, all employees employed at any time during the calendar year are taken
into account, regardless of whether they are eligible to participate in the SIMPLE.

Note. The 100-employee limit for a 401(k) SIMPLE plan is the same as the 100-employee limit for a
SIMPLE IRA plan.

A tax-exempt employer may maintain a 401(k) SIMPLE plan after 1996. A governmental entity (other
than an Indian tribal government), on the other hand, may not maintain a SIMPLE in the form of a 401(k)
plan. It should be noted, however, that the IRC does not expressly prohibit tax-exempt organizations or gov-
ernment employers from establishing a SEP plan or SIMPLE IRA plan 8

An employer maintaining a 401(k) SIMPLE plan that fails to be an eligible employer may continue to
maintain the plan for two years following the last year in which it was eligible.8

Further, if the failure to satisfy the 100-employee limit is the result of an acquisition, disposition, or simi-
lar transaction involving the employer, the qualified plan transition rule for coverage if there is an acquisition
or disposition replaces the two-year grace period; that is, the grace period runs through the end of the year
following the acquisition or disposition.s6

Exclusive Plan Requirement

Like a SIMPLE IRA plan, a 401(k) SIMPLE plan must be the only qualified plan of the employer. If the em-
ployer maintains another qualified plan, that plan must be frozen or terminated.8’ It should also be noted
that an employer may not maintain more than one SIMPLE plan.

The Technical Corrections Act of 1998 provides for a uniform grace period during which a 401(k) SIMPLE
plan may be maintained following an acquisition, disposition, or other similar transaction that affects the
employer’s ability to meet the following requirements:

1. The 100-employee limit
2. The exclusive plan requirement
3. The plan coverage and eligibility rules

Practice Pointer: If an employer with a 401(k) SIMPLE plan fails to meet any of the above require-
ments because of an acquisition, disposition, or other similar transaction, the plan may be maintained
for a transition period that begins on the date of the transaction and ends on the last day of the second
calendar year following the calendar year in which the transaction occurs. For the grace period to ap-
ply, coverage under the plan may not be significantly changed during the transition period.

83 TRC Sections 401(k)(11)(A), 401(k)(11)(D), 408m)NC)A)(D.

84 See IRC Section 401(k)(4)(B)(ii); G.S. Lesser, 457 Answer Book, 5th Ed., Qs 2:15 and 2:16 (New York: Aspen Publishers, 2007).
85 Rev. Proc. 97-9, Appendix Section 1.2(a) (1997-1 CB 624).

86 TRC Section 408(p)(2)(C)A)(T), 410()(6)(C).

87 IRC Section 401(k)(11)(A)(i), 401(k)(11)(C).
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For a 401(k) SIMPLE plan to be maintained during the transition period, it must meet the above
requirements following the transaction as if the employer maintaining the plan had remained a separate
employer.

Employee Eligibility

Employee eligibility for a 401(k) SIMPLE plan is based on qualified plan rules, under which, for example, an
employee may be eligible after the completion of one year of service (generally, 1,000 hours) and attainment of
age 21. Any employee who is eligible to make elective deferrals under the regular 401(k) plan rules is eligible
to participate in the 401(k) SIMPLE plan. As is the case with a SIMPLE IRA plan, collectively bargained em-
ployees, nonresident alien employees, and so on, may be excluded from participating in a 401(k) SIMPLE
plan.88

Contributions for Household Workers

An employer may make a contribution on behalf of each domestic (and similar) worker other than the em-
ployer or a member of the employer’s family. The employer’s contributions, however, do not qualify for a de-
duction, because the contributions are not made in connection with a trade or business. For taxable years be-
ginning after 2001, the 10 percent excise tax on nondeductible contributions does not apply to 401(k) SIMPLE
or SIMPLE IRA plan contributions, simply because the contributions are not a trade or business expense.®

Note. IRC Section 4972(c)(6) is intended to apply only to employers that have paid and continue to pay all
applicable employment taxes.%

Participant Contribution Aggregation

An employee may participate in a SIMPLE plan of one employer and in a SIMPLE plan or qualified plan of
another employer without violating the exclusive plan requirement, provided the employers are unrelated. In
such a case, the total elective deferrals that can be made under more than one plan generally may not exceed
$15,500, plus catch-up contributions for 2007.91

Contributions made under a 457 plan do not violate the only-plan-of-the-employer rule because such a
plan is not a qualified plan, and is not treated as a qualified plan for the purpose of denying SIMPLE contri-
butions. The dollar limit under an eligible 457(b) plan (generally $15,500 for 2007) is not reduced by the
amount of elective employer contributions deferred by the employee under the 401(k) SIMPLE plan for years
after 2001.92

Caution: An employer can not have more than one SIMPLE-IRA plan. If contributions are to be made
to SIMPLE IRAs at more than one financial institution, be certain that (all but one) will accept contri-
butions without requiring the employer to adopt an ‘“additional” SIMPLE IRA plan. Using the IRS
model form for this purpose, even as an accommodation to the trustee or custodian, could result in dis-
qualification of all of the employer’s SIMPLE-IRA plans.

88 Rev Proc 97-9, Appendix Section 2.2 (1997-1 CB 624).

89 TRC Section 4972(c)(6).

9 EGTRRA Section 637; see HR Rep No. 107-51, pt 1 (2001).
91 TRC Section 402(g)(1), 402(2)3)(D).

92 TRC Section 457(c)(2)(B)(D).



Chapter 3. SIMPLE Plans 75

Compensation
The SIMPLE IRA plan definition of compensation is used for a 401(k) SIMPLE plan.

Contributions

Under a qualified plan containing 401(k) SIMPLE provisions, each employee may elect to make salary-
reduction contributions of up to $10,500 ($13,000 with a catch-up contribution if age 50 or over) for 2007.
Each year, the employer must make either a matching contribution or a nonelective contribution, as follows:

1. Matching contribution. Each year, the employer makes a matching contribution to the plan on behalf
of each employee who makes a salary-reduction election. The amount of the matching contribution is
equal to the employee’s salary-reduction contribution (up to $10,500/$13,000), up to a limit of 3 per-
cent of the employee’s compensation for the full calendar year.

2. Nonelective contribution. For any year, instead of a matching contribution, the employer may choose
to make a nonelective contribution of 2 percent of compensation (up to $4,500 for 2007%) for the full
calendar year for each eligible employee who received at least $5,000 (or less if elected) of compensa-
tion from the employer for the year.

An employer does not have the option under a 401(k) SIMPLE plan of reducing the matching contribution
to less than 3 percent of an employee’s compensation.® Such an option does exist for a SIMPLE IRA plan.

No other types of contributions are permitted.%
Contribution Limits
The elective deferral limit for a 401(k) SIMPLE plan will increase from $7,000 for 2003, as follows:

Year Increased Deferral Limit
2003 $ 8,000

2004 $ 9,000

2005 $10,000

2006 $10,000

2007 $10,500

2008 As indexed

After 2005, the elective 401(k) SIMPLE plan deferral limit will be increased for COLAs in increments of
$500.9

In addition, if a participant in a 401(k) SIMPLE plan reaches age 50 by the end of the calendar year, he or
she may make an additional elective deferral. The amount of this catch-up contribution is in addition to the
normal deferral limit for the applicable year.

93 $225,000 (the maximum compensation limit for 2007) times .03 = $4,500.
94 JRC Section 401(k)(11)(B).

95 TRC Sections 401(k)(11)(B), 401(k)(11)B)@){II).

96 TRC Section 408(p)(2)(A)(i1), 408(p)(2)(E).
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The maximum amount of a catch-up contribution is the lesser of the participant’s compensation for the
year or the applicable dollar amount.®” The applicable dollar amounts are as follows:

Normal Applicable Total

Year Limit Catch-Up Deferral

1997-2000 $ 6,000 n/a $ 6,000
2001 $ 6,500 n/a $ 6,500
2002 $ 7,000 $ 500 $ 7,500
2003 $ 8,000 $1,000 $ 9,000
2004 $ 9,000 $1,500 $10,500
2005 $10,000 $2,000 $12,000
2006 $10,000 $2,500 $12,500
2007 $10,500 $2,500 $13,000
2008 As indexed As indexed

After 2006, the catch-up elective 401(k) SIMPLE plan deferral limit was increased for COLAs in incre-
ments of $500.98

This means that a 401(k) SIMPLE plan participant who is age 50 or over by the last day of participant’s
taxable year (generally December 31) may defer 100 percent of compensation or $13,000, whichever is less,
for 2007. The employer may choose to make a 3 percent of compensation matching contribution based on the
participant’s total compensation or a 2 percent of compensation nonelective contribution based on the partici-
pant’s total compensation. In both cases, compensation is capped at $225,000.

Contributions to a 401(k) SIMPLE plan may not be reduced or increased by taking into account Social Se-
curity or other similar contributions.%

The 100 percent of taxable compensation limit under IRC Section 415 (25 percent before 2003) applies to
a 401(k) SIMPLE plan, although it does not apply to a SIMPLE IRA plan. Furthermore, the employer’s de-
duction for contributions made to a 401(k) SIMPLE, including salary-reduction contributions, is not limited to
25 percent of the participant’s aggregate compensation under IRC Section 404.100

A salary-reduction election may not apply to compensation that an employee received, or had a right to
immediately receive, before execution of the salary-reduction agreement or election. A participant in a 401(k)
SIMPLE plan may discontinue contributions at any time during the calendar year.101

Discrimination Testing

For a year in which the SIMPLE rules are used to satisfy nondiscrimination standards, the nondiscrimina-
tion tests applicable to elective deferrals and matching contributions will be satisfied provided all SIMPLE

97 IRC Section 414(v).

98 TRC Section 414(v)(2)(c).

9 TRC Section 401(k)(3)(B).

100 TRC Section 404(a)(3)(A)(1), 404(a)(3)(A)(i), 404(n).
101 IRC Section 408(p)(5)(B)
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contributions are fully vested, and the employer makes the required contribution.!%2 Thus, the plan does not
have to satisfy the special nondiscrimination tests applicable to 401(k) plans the actual deferral percentage
(ADP) test and the actual contribution percentage (ACP) test applicable to matching contributions unless the
employer fails to make SIMPLE contributions. A 401(k) plan that includes 401(k) SIMPLE provisions is not
treated as top heavy under IRC Section 416.

Form W-2 Reporting

Salary-reduction contributions to a 401(k) SIMPLE plan must be reported on Form W-2, Wage and Tax
Statement.13 On Form W-2, a code must be used to designate amounts reported in box 12. Code D is used to
report salary-reduction contributions made under a 401(k) SIMPLE plan. Like other types of contributions
made to qualified plans, matching and nonelective (that is, employer) contributions are not required to be re-
ported on Form W-2,104

Contribution Deduction

Within limits, contributions are deductible by the employer for its business taxable year that includes or coin-
cides with the last day of the plan year, which is always December 31 in the case of a SIMPLE. Thus, if a tax-
payer with a fiscal tax year ending June 30 adopts a 401(k) SIMPLE plan for 2007, the taxpayer may claim a
deduction for 2007 contributions on its business tax return for the period ending June 30, 2008.105

Practice Pointer: For deduction purposes only, employer matching or nonelective contributions to a
401(k) SIMPLE plan must be made on or before the date the employer’s federal income tax return is
due (including extensions).106

Elective contributions are assets of a 401(k) SIMPLE plan. The employer must promptly transmit any
employee salary-reduction contributions to the plan’s trust on the earliest date such contributions can rea-
sonably be segregated from the employer’s general assets, but not later than the fifteenth business day of the
month following the month in which the contributions were withheld or received by the employer.197 The 15-
day rule, it should be noted, is not a safe harbor. For deduction purposes, however, the employer must deposit
(remit to trustee or custodian) elective contributions not later than the 30-day period following the last month
with respect to which the contributions are to be made.108

Distributions

All 401(k) plans, including those that are SIMPLEs, must limit in-service distributions of elective contribu-
tions.19 Except for loans, distributions to participants and beneficiaries of amounts attributable to elective
deferrals may not be made to participants and beneficiaries earlier than upon any of the following:

102 TRC Section 401(k)(11)(A), 401(k)(11)(B).

103 Notice 98-4, Q&A I-1 (1998-2 IRB 26).

104 Notice 98-4, Q&A I-1 (1998-2 IRB 26).

105 TRC Section 404(a)(3).

106 TRC Section 404(a)(6).

107 DOL Reg. Section 2510.3-102; see, too, chapter 20.

108 TRC Section 408(p)(5)(A)().

109 TRC Section 401(k)(2)(B), 408(k)(10); Rev Proc 97-9, Appendix Section 2.06 (1997-1 CB 624).
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Death
Disability
Severance from employment (before 2002, separation from service)

For distributions made before 2002, the disposition of 85 percent or more of the employer’s assets to
an unrelated corporation, provided the employee continues employment with the purchaser

5. The disposition of the employer’s subsidiary to an unrelated entity (or individual), provided the em-
ployee continues employment with the subsidiary

6. The employee’s hardship
7. The termination of the plan, provided a lump sum distribution is received

Ll e

Separation from service occurred only upon a participant’s discharge, retirement, resignation, or death. It
did not occur if the employee continued on the same job for a different employer as a result of a consolidation,
merger, liquidation, or some other corporate transaction.

Severance from employment occurs when a participant ceases to be employed by the employer that main-
tains the plan. Under the same desk rule, a participant’s severance from employment does not necessarily
result in a separation from service.!10

Generally, distributions from a 401(k) SIMPLE plan are taxable as ordinary earned income and thus are
subject to federal income tax withholding. The withholding rate is 20 percent.111

Individuals born before 1936 may be able to use the special 10-year income averaging method of comput-
ing the tax on a qualifying lump-sum (nonperiodic) distribution. Five-year income averaging has been re-
pealed for years after 1999.112

Hardship withdrawals from a 401(k) SIMPLE plan are permitted upon the request of a participant if (1)
the participant has an “immediate and heavy financial need” and (2) other resources are not reasonably
available to meet the need.

Withdrawals for medical expenses, tuition and related educational expenses, costs related to the purchase
of a principal residence, and payments necessary to prevent eviction or foreclosure have all been deemed by
the IRS to satisfy the immediate and heavy financial need requirement.!!3

Hardship withdrawals are taxable and may be subject to a 10 percent premature distribution penalty
unless the participant is age 59% or older.

Note. The period during which an employee is suspended from making elective contributions (and after-
tax contributions) following a hardship distribution was reduced from 12 months to 6 months.114

The 25 percent penalty for distributions made within the first two years of the employee’s participation in
a SIMPLE IRA does not apply to a SIMPLE in the form of a 401(k) plan.!15

Because IRA distribution rules do not apply to 401(k) SIMPLE plans, distributions may commence after
age 70% if the participant is employed at that time and is not a 5 percent owner.116

110 Rev Rul 79-336 (1979-2 CB 187).

11 TRC Section 3405(b), 3405(e)(1); Treas. Reg. Section 35.3405-1.
12 TRC Section 402(d), 402(e)(4)([D).

113 Treas. Reg. Section 1.401(k)-1(d)(2).

114 Treas. Reg. Section 1.401(k)-1(d)(2)Gv)(B).

115 TRC Section 72(t)(6).

116 TRC Section 401(a)(9)(C)(@), 401(a)(Q)(C)G)T).
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Rollovers and Transfers

All the regular rollover rules apply to 401(k) SIMPLE plans. Thus, a participant who receives a distribution
from a 401(k) SIMPLE plan may generally defer tax on the taxable amount received by rolling it over within
60 days of receipt to another qualified employer-sponsored plan or to an IRA. A SIMPLE IRA may not, how-
ever, be used to receive a rollover from a qualified plan, including a 401(k) SIMPLE plan.1'” Rollovers and
transfers are more fully discussed in Chapter 16.

Plan Correction Procedures

All the remedial correction programs offered by the IRS under the EPCRS, see Chapter 13, can be used for a
401(k) SIMPLE plan because it is a qualified plan under IRC Section 401(a).118

In the absence of well-established guidance, the position of the IRS regarding excess contributions to a
SIMPLE 401(k) plan is, at best, unclear. Several possibilities exist, some of which offer solutions:

1. The plan becomes a traditional 401(k) plan and is taken out of the realm of a 401(k) SIMPLE plan. In
the authors’ opinion, this is an unlikely choice because of the information provided to the participant
by the plan regarding the manner in which the plan would operate for that plan year.

2. The plan becomes a “bad” SIMPLE plan or a plan with a “bad” contribution allocation. Correction
should be made under the EPCRS.

3. It may be possible to correct the excess contribution if plan contributions are the result of a mistake of
fact.119 In the authors’ opinion, this option is least likely; furthermore, the IRS has not included excess
SIMPLE contributions among clear mistakes of fact.

4. Tt may be possible to correct the excess contribution (in accordance with plan provisions) if plan con-
tributions are conditioned on their deductibility and the deduction for the contributions is subse-
quently denied.120

5. InMay 1999, the IRS informally agreed with propositions 2 and 4.121

Practice Pointer: Practitioners should proceed with caution when addressing excess contributions to
a 401(k) SIMPLE plan and check for recent guidance provided by the IRS.

Tax Credits

As of 2002, a small business that adopts a new 401(k) SIMPLE plan may generally claim an income tax credit
for 50 percent of the first $1,000 in administrative and retirement-education expenses for each of the first
three years of the plan. The credit is available only to employers that did not have more than 100 employees
with compensation in excess of $5,000 during the previous tax year. The employer must also have had at
least one nonhighly compensated employee (NHCE). The credit is taken as a general business credit on the
employer’s business tax return. The other 50 percent of the expenses may be taken as a business deduction.

117 See SIMPLE IRA Listing of Required Modifications (LRM) and Information Package (March 2002).

118 Rev Proc 2003-44 (2003-25 IRB 1051).

119 ERISA Section 403(c)(2)(A).

120 ERISA Section 403(c)(2)(C), IRC Section 4972(c)(2).

121 General Information Letter issued to Gary S. Lesser, May 18, 1999; see also Rev Rul 91-4 (1991-1 CB 57).
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The expenses must be paid or incurred in taxable years beginning after 2001 and with respect to plans estab-
lished after 2001.122

Beginning after 2001, there is a low-income taxpayer credit that allows certain individuals to receive a
nonrefundable tax credit for a percentage of their contributions to a 401(k) SIMPLE plan. The credit is based
on a sliding-scale percentage of up to $2,000 contributed to a traditional IRA or a Roth IRA, elective deferrals
made to a SIMPLE, a SEP, a 401(k) plan, a 403(b) plan, or a 457(b) plan, and voluntary after-tax contribu-
tions to a qualified plan. The credit is in addition to any other tax benefit (that is, the potential tax deduction)
that the contribution affords the taxpayer.123 The credit is more fully discussed in Chapter 2.

Note: An employee who makes elective deferrals to a 401(k) plan, including a 401(k) SIMPLE plan, may
be entitled to a contribution tax credit. See Chapter 2 for more information.

122 TRC Section 45E.
123 JRC Section 25B(a)-25B(b).



Exhibit 3-1. SIMPLE IRA Checklist for 2007

Chapter 3: SIMPLE Plans

Every year it is important that the requirements for operating a SIMPLE-IRA plan be reviewed. The following list is a “quick
tool” to help keep a SIMPLE-IRA plan in compliance with many of the important tax rules. This list is not a complete

description of all plan requirements, and should not be used as a substitute for a complete plan review.

10.

If “No” was the response to any of the above questions, mistakes were made in the operation or
administration of the SIMPLE-IRA plan. Many mistakes can be corrected easily, without penailty

. Does the business have 100 or fewer employees?

Businesses with more than 100 employees (including full-time, part-time, and seasonal
employees) with individual earnings of at least $5,000 yearly cannot establish a SIMPLE IRA
plan.

Is this SIMPLE IRA plan the business'’s only retirement plan?
A business with a SIMPLE IRA plan generally cannot also sponsor any other retirement plan,
such as a 401(k) plan.

Have eligible employees been identified properly?
An eligible employee is one with compensation of at least $5,000 per year in any 2 prior
years, who is expected to earn at least $5,000 this year.

Is the business that the SIMPLE IRA plan covers the only business that the owner and/or his
or her family members own?

Employees of other businesses the owner and/or his or her family members own may have to
be considered when determining who is an eligible employee under this SIMPLE IRA plan.

Were eligible employees notified of their right to elect salary reduction or modify a prior salary
reduction agreement?

Each year, the employer must give its employees notice before November 2 of their right to
participate in the retirement plan for the next year and to change a prior salary reduction
agreement.

Were employees given annual notice, before November 2 of each year, of plan provisions
and employer contribution levels for the upcoming year?

Employees must be given a notice of the plan provisions and employer contribution levels,
including any plan changes, at least 60 days prior to the start of the next calendar year.

Are employees allowed to terminate their salary reduction election?
An employee must be allowed, at any time, to stop making deferrals.

Have employee deferrals been deposited on time?

An employer must deposit an employee’s deferral in the IRA as soon as possible, but no later
than 30 days following the month in which the employee would have otherwise received the
money.

Have employer contributions been deposited on time?
An employer has until the due date, including extensions, of its tax return to deposit matching
contributions or nonelective contributions.

Are employee deferrals to SIMPLE limited as required by law?
The deferral limit to a SIMPLE IRA is $10,500 for 2007. Catch-up contributions of
participants, aged 50 or over, are limited to an additional $2,500 for 2007.

and without notifying the IRS (see Chapter 13).
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Chapter 4

Qualified Plan in General

By LAWRENCE C. STARR, FLMI, CLU, CEBS, CHFC, CPC, ATA
PRESIDENT, QUALIFIED PLAN CONSULTANTS, INC., WEST SPRINGFIELD, MA

If the qualification requirements set forth in the Internal Revenue Code (IRC or the Code) are satisfied,
a qualified plan may offer the employer (and participants) significant advantages. Small businesses
will often find that a properly designed qualified plan will provide significant benefits for the business
owners at a reasonable cost of benefits for the rank and file employees.

Qualified Plan Advantages

Assuming the qualification requirements set forth in the Internal Revenue Code are satisfied, a qualified plan
may offer the following advantages:

1. Contributions are deductible within defined limits.!

2. Benefits, whether or not forfeitable, are not currently included in the employee’s gross income.2

3. The plan’s assets accumulate on a tax-free basis during the accumulation phase. (Note: Though it

doesn’t normally occur, if a plan produces unrelated business taxable income, the plan will be re-
quired to pay income taxes on that income.3

4. Distributions made to participants are taxable only as received. (See Chapter 15, “Taxation of Re-
tirement Plan Distributions.”)

5. Employers with fewer than 100 employees earning compensation over $5,000 per year may be able to
claim a business tax credit equal to 50 percent of qualified startup costs of an eligible employer plan.

1 TIRC Sections 402, 404.

2 IRC Sections 402(a), 403(a).

3 TRC Sections 501(a) and (b), 511, 512(b).
4 TRC Section 72.
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The maximum credit is $500 per year, which may be taken for up to three years. (See Chapter 1, “In-
troduction.”)

6. Distributions may be eligible for rollover or special tax treatment. (See Chapters 15; 16, “Rollovers
and Portability;” and 17, “State Taxation of Nonresidents.”)

7. The funds in the retirement plan are protected from the creditors of the participants. (See Chapter 18,
“Creditor Protection.”)

8. Employers may also find that qualified plans:
a. Attract and retain qualified employees.
b. Encourage loyalty among employees by the use of vesting schedules.
. Serve as a competitive advantage when hiring new employees.

c
d. Can be designed to provide significant benefits for the owners or key employees with reduced con-
tributions or benefits for the rank and file employees.

9. To recognize that the employer is already providing some retirement benefits through the employer’s
payment of one half of the social security benefits, a retirement plan may take advantage of some-
thing called “permitted disparity”. (For a discussion of permitted disparity, see Chapter 7, “Permitted
Disparity—Integration of Defined Contributions.®) Plan contributions favor higher paid employees
when permitted disparity is utilized.

Practice Pointer: With sufficient compensation, the maximum annual contribution that may be
made to a participant ($45,000 in 2007, plus $5,000 catch-up contributions if age 50 or older) is
achievable in an integrated qualified plan. However, the $45,000 limit has to be reduced (see Chapter
7) in the case of a highly-compensated employee (HCE) under a simplified employee pension plan
(SEP) if the SEP utilized permitted disparity. The reduction cannot exceed $5,265.00.” Compared to a
qualified plan’s limit of $45,000 (plus catch-up contributions), only $39,735.008 may be contributed to
a SEP plan when the plan is integrated at the taxable wage base amount; a frequently used level.

SEP and savings incentive match plan for employees (SIMPLE) plans are more fully discussed in Chapter
2, “Simplified Employee Pension Plans—SEP and SARSEP;” and Chapter 3, “SIMPLE Plans.”

Qualified Plan Disadvantages

Operating and maintaining a qualified retirement plan clearly has some disadvantages (due to the need to
operate the plan in accordance with the rules and regulations) such as:

o Fiduciary liability
¢ Administrative burdens and filing requirements, that is, the requirements of the Department of La-
bor (DOL), the IRS, and the Pension Benefit Guaranty Corporation (PBGC)

5 TRC Section 25E.

8 TRC Sections 401(1), 402(h)(2)(B); 408(k)(3)(D).

7$97,500 (the 2007 taxable wage base) x .057 (maximum permitted disparity rate).

8 Plus catch-up contributions if permitted under a grandfathered SARSEP. At lower integration levels, higher contributions are permitted to
be made for an HCE.
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Administrative costs
Legal responsibility for maintaining qualified status of plan
Recordkeeping requirements

Depending upon the plan type chosen, contributions may be required each year or may be discretionary.
Contribution flexibility is an issue that must be considered by the employer.

Qualified Plan Trust Requirements

A trust forming part of a pension, profit-sharing, or stock bonus plan must meet the following tests to consti-
tute a qualified trust under IRC Section 401(a).® In general, the trust must:

Be created or organized in the United States,!0 and it must be maintained at all times as a domestic
trust in the United States.!!

Be established by an employer for the exclusive benefit of his employees or their beneficiaries.1?

Must be formed or availed of for the purpose of distributing to the employees or their beneficiaries the
corpus and income of the fund accumulated by the trust in accordance with the plan.

Specify the time and method of distribution and must satisfy the minimum required distribution re-
quirements of IRC Section 401(a)(9).

Make it impossible at any time (before the satisfaction of all Labilities with respect to employees and
their beneficiaries under the trust) for any part of the corpus or income to be used for or diverted to
purposes other than for the exclusive benefit of the employees or their beneficiaries.

Be part of a plan that satisfies the minimum participation standards or which benefits such employ-
ees as qualify under a classification set up by the employer and found by the Commissioner of Inter-
nal Revenue not to be discriminatory in favor of certain specified classes of employees.!3

This requirement must be satisfied during at least one day in each quarter.14

Be part of a plan under which contributions or benefits do not discriminate in favor of certain speci-
fied classes of employees.!d In addition, all optional forms of benefit, ancillary benefits, and other
rights and features available to any employee under the plan (benefits, rights, and features) must be
made available in a nondiscriminatory manner. Benefits, rights, and features generally will meet this
requirement only if each benefit, right and feature satisfies a current availability requirement and an
effective availability requirement.16

Be part of a plan which provides the nonforfeitable rights described in IRC Section 401(a)(7) relating
to minimum vesting standards.

9 Treas. Reg. Section 1.401-1(a)(3).

10 As defined in IRC Section 7701(a)(9).

11 DOL Reg. Section 2550.404b-1.

12TRC Section 401(a)(2)

13 TRC Section 410(b); Treas. Reg. Section 1.401-3.

14 TRC Section 401(a)(6).

15 TRC Section 401(a)(4), Treas. Reg. Sections 1.401-4; 1.401(a)(4).
16 See Treas. Regs. Sections 1.401(a)(4)-1(b)(3), 1.401(a)(4)-4(a).
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Provide that forfeitures under a pension plan must not be applied to increase the benefits any em-
ployee would receive under such plan.l” (Profit sharing plans, including 401(k) plans, are not subject
to this rule.)

Provide that if the plan benefits any self-employed individual who is an owner-employee, that con-
tributions by or on behalf of that owner-employee be made only with respect to the earned income
of such owner-employee which is derived from the trade or business from which the plan is
established.!8

Reversions From Plans

The plan must provide that it is impossible at any time prior to the satisfaction of all liabilities with respect to
employees and their beneficiaries, for any part of the funds to be used for or diverted to purposes other than
for the exclusive benefit of the employees or their beneficiaries.!® Thus, no contributions or other amounts
may be refunded to the employer. However, a plan (other than a SEP or SARSEP) may provide for the return
of a contribution (and any earnings) under limited circumstances in which:

1.

2.

The contribution is conditioned on the initial qualification of the plan. For this rule to apply, an appli-
cation for determination must be made to the IRS within the time prescribed by law for filing the em-
ployer’s return for the taxable year in which such plan was adopted (or such later date as the Secre-
tary of Treasury may prescribe) and the plan receives an adverse determination from the IRS with
respect to its qualification.20

A plan may provide for the return to the employer of contributions made by reason of a good-faith
mistake of fact and of contributions conditioned on deductibility if there has been a good-faith mistake
in determining deductibility. Earnings attributable to any excess contribution based on a good-faith
mistake may not be returned to the employer, but losses attributable to such contributions must re-
duce the amount returned.2!

Employer contributions made to satisfy the quarterly contribution requirements applicable to most
defined benefit plans may revert to the employer if the contribution is conditioned on its deductibility,
a requested private letter ruling disallows the deduction, and the contribution is returned to the em-
ployer within one year from the date of the disallowance of the deduction.?2 A letter ruling request
may not be needed if the employer contribution is less than $25,000 and certain other requirements
are met.23

Upon the termination of a pension plan (but not a profit-sharing plan) and all fixed and contin-
gent liabilities to the employees and their beneficiaries have been satisfied, the employer may recover
any surplus existing because of actuarial “error,” provided the plan specifically provide for such a
reversion.%

17TRC Section 1.401-7.

18 TRC Section 401(d).

19 TRC Section 401(a)(2).

20 ERISA Section 403(c)(2)(B); Rev. Rul. 91-4 (1991-1 CB 54).

21 ERISA Section 403(c)(2)(A), 403(c)(2)(C); Rev. Rul. 91-4 (1991-1 CB 54).

22 Rev. Proc. 90-49 (1990-2 CB 620).

23 Rev. Proc. 90-49, Section 4 (1990-2 CB 620); see also Ltr. Ruls. 9021049 (Feb. 26, 1990), 8948056 (Sept. 8, 1989).

24 Treas. Reg. Section 1.401-2(b); Rev. Ruls. 70-421 (1970-2 CB 85), 71-152 (1971-1 CB 126), 73-55 (1973-1 CB 196), 71-149 (1971-1 CB 118);
ERISA Section 4044(d)(1).
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If a qualified plan maintains a separate account that provides for the payment of medical benefits to re-
tired employees, their spouses and their dependents, any amount remaining in such an account following the
satisfaction of all liabilities to provide the benefits must be returned to the employer even though liabilities
exist with respect to other portions of the plan.2

Life Insurance Considerations

There is no requirement that a qualified plan must provide an insured death benefit; upon death, it is accept-
able for a plan to simply pay out the participant’s account value to his beneficiaries.

Generally, the funding of the benefits in a qualified retirement plan is provided by investing in stocks,
bonds, mutual funds, and the like. In addition, life insurance can be one of the investments in which the re-
tirement plan account is invested. When life insurance is a part of a qualified retirement plan, there are a
number of tax and nontax issues that need to be considered.

Although some rare individuals may be able to “self-insure” against a loss of earning power in the event of
death, most individuals are unable to accumulate sufficient funds early in life to provide the dollars necessary
to pay for such expenses as a mortgage, education for children left behind, and other debts and expenses. If
the retirement plan so provides, an individual may have the option of purchasing life insurance protection
within a qualified plan. The question of whether life insurance should be purchased within a plan or outside
of the plan is debated by many experts, but the simple answer is, “It depends.”

An insured death benefit in a qualified retirement plan is fully included in the estate of the participant.
Though the ultimate fate of the estate tax system is in flux at this time, if a significant amount of life insur-
ance is to be provided to a participant in a qualified retirement plan, the inclusion of that death benefit in the
estate for estate tax purposes would not be particularly welcome. Given the desirability of keeping life insur-
ance proceeds out of the insured’s estate, some professionals have developed the concept of the subtrust to
own the life insurance policy.26 It has been questionable for many years as to whether this concept would ac-
tually work, and now we have some informal guidance from the Service on that question. In a technical ad-
vice memorandum issued in October, 2006, the IRS provided explicit information as to why the subtrust con-
cept is not acceptable and actually would lead to disqualification of the plan.

Under IRC Section 79, an employer has the ability to provide up to $50,000 of group-term life insurance
to employees (outside of the retirement plan) and deduct the cost without the employee having to recognize
the benefit as current income. Any coverage offered in excess of that amount would cause the employee to
recognize a current economic benefit (PS-58/Table 2001 amounts).2” On the other hand, the employer may
offer the employee a death benefit through the qualified plan and deduct the cost of the insurance as a re-
tirement plan contribution. (See Appendix D, “Employee Benefits Limits.”)

25 JRC Section 401(h)(5).

26 See, Gary S. Lesser, Life Insurance Answer Book for Qualified Plans and Estate Planning (3rd Ed.). New York: Panel Publishers, 2002.
Chapter 6.

27 See Notice 2002-8, IRB 2002-04, page 398, regarding the tax treatment of split-dollar life insurance arrangements. The Notice replaced the
outdated P.S. 58 table with a 2001 table. The new table more accurately reflects longer life expectancies and has the effect of shrinking the
premium payment. Notice 2002-8 republished the 2001 PS 58 cost table that was issued in Notice 2001-10. The 2001 Table or the insurer’s
own published premium rates may be used instead of the rates in the 2001 Table, if such rates are available to all standard risks who apply
for initial issue one-year term insurance. (See http://www.irs.gov/pub/irs-irbs/irb02-04.pdf.)
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Suitability

There are two basic conditions that should be met before life insurance can be considered appropriate or suit-
able inside a qualified plan: the participant must have a need for life insurance; and the only readily available
source of dollars for the premium are inside the qualified plan. On the other hand, if a participant has a need
for life insurance, the participant is receiving the maximum allowable contribution to a qualified plan, and
the participant has additional dollars to pay the premium for the insurance needed, then it is quite probably
inappropriate to place the insurance inside the qualified plan. There are other instances in which purchasing
insurance in a qualified plan is advantageous. Certain employees may be uninsurable because of poor health
and are unable to buy an individual life insurance policy at any price. Some insurance companies will offer
limited amounts of life insurance on a guaranteed-issue basis inside a pension plan so long as insurance is
purchased for most or all of the plan’s participants. Thus, insurance inside the retirement plan may fulfill a
need that may otherwise go unmet.

Note. The first few years of the life of a traditional whole life (or permanent) insurance contract are the
years in which the cash-value accumulation is extremely low. After those first years, the investment aspect of
insurance improves dramatically over time. Thus, it could be argued that qualified plan dollars, which are
pretax dollars (ignoring the PS-58/Table 2001 costs), are extremely efficient dollars to use for the first few
years of the policy. After those first few years, it is possible that the participant could purchase the policy
from the plan (following specific rules of the Department of Labor), for its comparatively low surrender value,
and enjoy those years of higher cash buildup outside the plan. If this procedure is contemplated, it is neces-
sary that close attention be paid to the conditions that apply. Also, the plan document must have the neces-
sary provisions to make this process work.28

New Fair-Market Value Valuation Rules

A new revenue procedure issued in conjunction with proposed regulations provides a temporary safe harbor
for determining fair market value (FMV) of a contract for purposes of a participant purchasing that contract
from the plan.2? Fully insured plans under IRC Section 412(i) are subject to special rules (discussed else-
where).30 The regulations prevent taxpayers from using artificial devices to understate the value of the con-
tract. Under the new rules, any life insurance contract transferred from an employer or a tax-qualified plan to
an employee must be purchased (or taxed) at its full FMV.

Previously, regulations did not define the terms fair market value and entire cash value.3! The proposed
regulations would clarify that, where the regulations under IRC Section 402(a) refer to the entire cash value
of a contract, such term should be interpreted as FMV.32 Thus, when a qualified plan distributes a life insur-
ance contract, retirement income contract, endowment contract, or other contract providing life insurance
protection, the FMV of such contract is generally included in the distributee’s income and not merely the en-
tire cash value of the contracts. FMV for this purpose would be defined as the value of all rights under the
contract, including any supplemental agreements thereto and whether or not guaranteed. This prevents the

28 Prohibited Transaction Exemption 92-6, as issued by the Department of Labor, allows individuals, including owner-employees, to purchase
a life insurance policy from a plan. The exemption expands the original Prohibited Transaction Exemption 77-8, but certain requirements
must still be met, including that the policy would otherwise be surrendered if not purchased from the plan. Therefore, care must be taken that
the plan document allow for the purchase of the policy by a participant under such circumstances.

29 Rev. Proc. 2004-16 (2004-10 IRB 559__1_); Prop. Reg. NPRM REG-126967-03 (2004-10 IRB 566).__ FR _)

30 Rev. Ruls. 2004-20 (2004-10 IRB 546__1_), 2004-21 (2004-10IRB544__1_).

31 See, Treas. Reg. Sections 1.402(a)-1(a)(1)(il, 1.402(a)-1(a)(2).

32 Prop. Treas. Reg. Section 1.402(a)-1(a)(1)(iii) and 1.402(a)-1(2)(2) (69 F.R. 7384, Feb. 17, 2004).
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artificial reduction of cash surrender value from reducing the value of the life insurance contract for tax pur-
poses when it is distributed or purchased from the plan.

Under the interim rules, the cash value of a life insurance contract distributed from a qualified plan may
be treated as that contract’s FMV. The rules, effective February 13, 2004, permit the use of values that
should be readily available from insurance companies because the cash value is an amount that, in the case of
a flexible insurance contract, is generally reported in policyholder annual statements, and in the case of tradi-
tional insurance contracts, is fixed at issue and provided in the insurance contract.

A plan may treat the cash value as the contract’'s FMV at the time of distribution if that cash value is at
least as large as the aggregate of (1) the premiums paid from the date of issue through the date of distribu-
tion, plus (2) any amounts credited to the policyholder with respect to those premiums, minus (3) reasonable
mortality charges and reasonable charges, but only if they are actually charged on or before the distribution
date and are expected to be paid.

If the contract is a variable contract, a plan may treat the case value as its FMV at the time of distribu-
tion provided that the cash value is at least as large as the aggregate of (1) the premiums paid from the date
of issue through the date of distribution, plus (2) all adjustments made with respect to those premiums dur-
ing the period that reflect investment return and the current market value of segregated asset accounts, mi-
nus (3) reasonable mortality charges and reasonable charges, but only if they are actually charged on or be-
fore the distribution date and are expected to be paid.

Interim Valuation Method

Pending the issuance of the proposed regulations in final form, Revenue Procedure 2004-16 prescribes an in-
terim method of valuing insurance contracts. Under the interim valuation method, the cash value (without
reduction for surrender charges) may be treated as the FMV of a contract, provided the cash value is no less
than the amount computed using the following formula:

atb-c
a Equals the premiums paid from the date of issue through the date of
determination.

b  Equals any amounts credited (or otherwise made available) to the
policyholder with respect to those premiums, including interest, divi-
dends, and similar income items (whether under the contract or oth-
erwise). In the case of variable contracts, by equals all adjustments
made with respect to the premiums paid from the date of issue
through the date of determination (whether under the contract or oth-
erwise) that reflect investment return and the current market value of
segregated asset accounts.

¢ Equals reasonable mortality charges and reasonable other charges
which are actually charged on or before the date of determination and
are expected to be paid.

The date of determination is the date of a distribution, in the case of valuing a contract distributed from a
qualified plan.
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Arguments Against Life Insurance in Qualified Plans

The major arguments against offering life insurance in a qualified plan are as follows:

1.

Why put a shelter in a shelter? Arguably, a life insurance contract is a tax shelter, inasmuch as the
inside buildup of cash value is not currently taxed. A qualified plan by its very nature is also a shel-
ter. Certainly, it would be unwise, for example, to put tax-free bonds earning 2 percent in a plan if
taxable bonds with an equal investment risk paying 5 percent were available. In either case, the trust
is not going to pay tax; so why take the lower return!

Purchasing life insurance in the plan will generally lower the total value of the account available at
retirement. All life insurance contracts charge for providing a death benefit, and that charge will,
without question, reduce the funds available to provide retirement benefits in a defined contribution
plan. (Note: In a defined benefit plan, the cost of life insurance protection is in addition to the plan’s
normal cost of providing retirement benefits.)

Administrative concerns. The purchase of life insurance adds complexity to plan administration. A life
insurance policy is typically accounted for on a participant-directed basis. Often, 1t is difficult to ob-
tain accurate data from an agent or insurer regarding cash value or FMV as of the valuation date,
premiums paid during the plan year, and any dividends paid and how they were applied, as well as
commission information for the Form 5500, Schedule A.

Costs of protection is taxable. Having to include a certain amount of taxable income utilizing the
PS-58/Table 1 amounts reduces some of the advantages of purchasing life insurance with pretax
dollars.33

Difficulty in removing a policy. Once an individual reaches retirement age, it becomes difficult to dis-
tribute life insurance policies. However, there are several methods to handle this issue. These meth-
ods include the purchasing of the policy from the plan after having the plan take a policy loan from
the policy for the maximum cash value. Then the participant may purchase the policy for its new,
current value, which is now very low (cash value minus the loan amount), and the loan proceeds may
be distributed to the participant with the balance of the participant’s account. Alternatively, the pol-
icy could be distributed to the participant and the participant would pay tax on the full value of the
policy. The participant could borrow from the policy to pay the taxes. Of course, the plan can also sur-
render the policy and the proceeds distributed with the balance of the participant’s account.

Life insurance in a defined benefit plan is not subject to as much criticism as it is in a defined contri-
bution plan. In the small-plan environment, where the size of the contribution (and therefore the de-
duction) is important, life insurance in a defined benefit plan will generally increase the amount of
the deductible contribution. In other words, since the amount of the benefit in a defined benefit plan
is guaranteed, the purchasing of life insurance only increases the total benefits being provided by the
plan, and the deductible cost of the plan to the employer. The employee receives only the added bene-
fit of the insurance, while suffering no reduction in his retirement benefit as a result of the purchase
of the insurance.

Prudence

It may not always be prudent to purchase life insurance in a qualified plan. For example, it would not be pru-
dent to purchase whole life insurance with 50 percent of each year’s contribution for participants in a plan
that has high turnover. The result would be very expensive to participants who terminate with only a few

33 See IRS Notice 2002-8 (2002-1 CB 398); Rev. Rul. 66-110 (1966-1 CB 12).
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years under the plan (and the policy). Most of such a participant’s account would have been absorbed in the
acquisition costs of the insurance. On the other hand, a competitive insurance contract will provide a fair rate
of return (in addition to the death benefit) for a participant who has many years in a plan (and under the pol-
icy). Variable life contracts are available today, which allow a policyholder to direct the investment of the pol-
icy’s cash values among an assortment of investment categories similar to mutual funds. Although charges
still apply for the pure cost of insurance and the insurance company’s administrative costs, the remaining
investment aspect of the policy can offer competitive returns. In recent years, there has been litigation in
which plan trustees were questioned as to the prudence of using whole life contracts in a qualified plan.34

Limits on Incidental Benefits

Nonpension benefits must be incidental to the main purpose of the plan—to provide benefits generally at re-
tirement. Incidental benefits are generally benefits other than pure pension benefits offered under a qualified
plan.35

A pension plan (that is, a money-purchase plan or a defined benefit plan) may provide for payment of a
pension as the result of a disability and for the “payment of incidental death benefits through insurance or
otherwise.” A pension plan will not be qualified if it provides for the payment of benefits not customarily in-
cluded in a pension plan, such as layoff benefits and benefits for sickness, accident, hospitalization, or medical
expenses (except medical benefits described in IRC Section 401(h)).36

A profit-sharing plan may provide disability and incidental death benefits in the same manner as a pen-
sion plan. In addition, a profit-sharing plan may provide that amounts allocated to the account of a partici-
pant may be used to provide incidental life, accident, or health insurance for a participant’s family.37

After-Tax Contributions

The IRS has ruled that the incidental benefit restriction does not apply to life insurance or death benefits
purchased with voluntary, nondeductible (that is, after-tax) employee contributions.38

Note. After-tax contributions are subject to the IRC Section 401(m) nondiscrimination test and the IRC
Section 415 limits on annual additions. The 401(m) test generally limits the amount of after-tax and match-
ing contributions allocated to highly compensated employees (HCEs) in relation to contributions allocated to
non-highly compensated employees (NHCEs).3?

Rollovers and Transfers

The incidental benefit restriction generally applies to aggregate employer (that is, pretax) contributions allo-
cated to a participant. Amounts that are rolled into the plan from other plans are generally not included in
the calculations of what may be spent for participant insurance.

Incidental Defined Contribution Plan Limit

The determination of when a death benefit under a defined contribution plan is incidental has been largely
a creation of revenue rulings. The basic rule is that ordinary or whole life insurance purchased under a de-
fined contribution plan is incidental if the aggregate premiums for life insurance in the case of each par-

34 Framingham Union Hosp (D Mass, settled by consent Mar 14, 1990); DOL v. Flexcon Profit Sharing Plan (settled by consent Dec 10, 1993).
35 See, Rev. Rul. 69-421, Part 2(n) (1969-2 CB 59).

36 Treas. Reg. Section 1.401-1(b)(1)(@).

37 Treas. Reg. Section 1.401-1(b)(1)(id).

38 Rev. Rul. 69-40 (1969-2 CB 58); Ltr. Rul. 9339024 (Jul. 7, 1993).

39 JRC Section 401(m).
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ticipant are less than 50 percent of the aggregate contributions allocated to the participant at any particu-
lar time.%0 In the case of the purchase of other types of life insurance, however, the limit is a maximum of
25 percent of contributions.! The 25 percent is derived from the assumption that a 50 percent contribution
used to pay premiums on ordinary life insurance is equivalent to a 25 percent pure insurance cost “since
only approximately one-half of the premiums paid for such policies are for pure insurance protection.”42

The 25 Percent Limit

Term, universal, and other life insurance policies not considered ordinary life policies are subject to the 25
percent limit. Ordinary life policies are defined as those that provide both nonincreasing premiums and non-
decreasing death benefits.43 The IRS has treated a variable life policy as an ordinary whole life policy where it
provided a stipulated level amount of death benefit and scheduled level premiums.44 In another ruling, the
IRS reviewed a policy providing two alternative insurance plans, both with a level amount of coverage, but
one consisting of term protection and the other of lifetime protection. It was possible to account for the premi-
ums between the two. The IRS treated the lifetime protection as ordinary life and the term protection as
other than ordinary life for purposes of the incidental benefit test.4>

Policy Dividends

Policy dividends applied to purchase paid-up additions must be taken into account in applying the incidental
benefit limitations.46 Thus, the dollar amount of such policy dividends so used must be aggregated with other
premiums paid and the aggregate amount may not exceed the 25 percent/50 percent limits.

Any Time Rule

Life insurance is incidental if the aggregate of life insurance premiums for each participant does not exceed
25 percent or 50 percent, as applicable, of the aggregate contributions allocated to the credit of the participant
at any particular time.4” Thus, it is a cumulative, historical test.

Incidental Defined Benefit Plan Limits

Under a defined benefit plan, life insurance will be considered incidental if the death benefit does not exceed
100 times the amount of the participant’s anticipated monthly life annuity. Actuarially, the 100-to-1 rule is
considered to be the equivalent of the 25 percent rule.4¢ The monthly life annuity for purposes of the 100-to-1
rule is the pension that would have been payable to the participant at normal retirement date if he or she had
continued in service to that date earning the compensation in effect at the time of death.4®

Post-Retirement Benefits

The incidental death benefit cannot extend beyond retirement. This means that the plan must require that
upon retirement the life insurance policy must be either (1) converted to cash to provide retirement income or

40 Rev. Rul. 54-51 (1954-1 CB 147).

41 Rev. Rul. 66-143 (1966-1 CB 79).

42 Rev. Rul. 74-307 (1974-2 CB 126).

43 Rev. Ruls. 66-143 (1966-1 CB 79), 70-611 (1970-2 CB 89), 76-353 (1976-2 CB 112).
44 Litr. Rul. 9014068 (Jan. 11, 1990).

45 Ltr. Rul. 8725088 (Mar. 27, 1987).

46 Litr. Ruls. 9106022 (Nov. 9, 1990), 9215055 (Jan. 16, 1991).

47 Rev. Rul. 66-143 (1966-1 CB 79).

48 Rev. Ruls. 60-83 (1960-1 CB 157), 66-143 (1966-1 CB 79), 68-31 (1968-1 CB 151), 68-453 (1968-2 CB 163), 70-611 (1970-2 CB 89), 85-15
(1985-1 CB 132).

49 Rev. Rul. 61-121 (1961-2 CB 65).
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(2) distributed to the employee.5° The same limitation has been applied to money-purchase pension plans.5!
Death benefits under defined benefit pension plans have also been held to be limited to preretirement.52

Note. Each plan must apply the incidental benefit test separately.53

Practice Pointer: The qualified joint and survivor annuity and qualified retirement survivor annuity
rules generally will apply to a beneficiary designation.54

Income Tax Consequences of Life Insurance

The cost of life insurance purchased with qualified plan funds is includible in an employee’s gross income in
the year the premium is paid. The amount included as income is the lesser of the cost determined under ta-
bles published by the IRS (referred to as the PS-58/Table 1 cost), or the published premium rates charged by
the insurer for individual one-year term insurance available to standard risks.

Even though PS-58/Table 1 costs are currently taxable to an employee, they are not subject to the 10 per-
cent excise tax on early distributions under IRC Section 72(t).55 Neither do the 20 percent mandatory with-
holding requirement and voluntary withholding requirements apply to PS-58/Table 1 costs.?¢

Reporting P5-58/Table | Costs

The instructions to Form 1099-R,57 indicate that PS-58/ Table 1 costs are reported on that form. Once the
policyholder is no longer employed, the insurer should report the annual PS-58/Table 1 costs on Form 1099-R.

Practice Pointer: A record of cumulative PS-58/Table 1 costs should be maintained for any policy
with a cash value for IRS tax reporting purposes. Because the taxed PS-58/Table 1 costs constitute
basis in such a policy, such basis information will be needed, for example, if the policy is distributed to
the employee.

Death Before Retirement

Upon the death of a participant in a qualified plan before retirement, the difference between the face amount
of the policy and its cash surrender value, if any, is exempt from income tax as death proceeds under IRC Sec-
tion 101(a), if the insurance cost has been taxed to the employee as PS-58/Table 1 costs.?8 The cash surrender
value would be treated as taxable upon distribution, and that value would be reduced by the sum of the PS-
58/Table 1 costs already taxed to the employee.5

50 Rev. Ruls. 54-51 (1954-1 CB 147), 57-213 (1957-1 CB 157), 60-84 (1960-1 CB 159).

51 Rev. Rul. 66-143 (1966-1 CB 79).

52 Rev. Rul. 85-15 (1985-1 CB 132); Field Service Advice 1999-633.

53 Rev. Ruls. 70-28 (1970-1 CB 86), Rev Rul 71-25 (1971-1 CB 125).

54 TRC §§ 401(a)(11), 417; ERISA § 205.

55 Notice 89-25, Q&A 11 (1989-1 CB 662).

56 Treas. Regs. Sections 1.402(c)-2, Q&A 4(f), 35.3405-1.

57 Form 1099-R, Distributions from Pensions, Annuities, Retirement or Profit Sharing Plans, IRAs, Insurance Contracts, Etc.
58 Treas. Reg. Section 1.72-16(c)(4).

59 Treas. Reg. Section 1.72-16(b).
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Exhibit 4-1. Table 2001—Interim Table of One-Year Term Premiums for $1,000 of Life Insurance

Protection (2002—4 |.R.B.)
Section 79 Section 79 Section 79
Extended and Extended and Extended and
Attained Interpolated Attained Interpolated Attained Interpolated
Age Annual Rates Age Annual Rates Age Annual Rates
0 $0.70 35 $ 099 70 $ 20.62
1 $ 041 36 $ 1.01 71 $ 2272
2 $027 37 $ 104 72 $ 2507
3 $019 38 $ 1.06 73 $ 2757
4 $013 -39 $ 107 74 $ 30.18
5 $013 40 $ L10 75 $ 33.05
6 $0.14 41 $ 113 76 $ 3633
7 $0.15 42 $ 120 77 $ 40.17
8 $0.16 43 $ 129 78 $ 433
9 $0.16 44 $ 140 79 $ 4923
10 $0.16 45 $ 153 80 $ 54.56
11 $0.19 46 $ 167 81 $ 60.51
12 $024 47 $ 183 82 $ 66.74
13 $0.28 48 $ 198 83 $ 73.07
14 $033 49 $ 213 84 $ 8035
15 $0.38 50 $ 230 85 $ 88.76
16 $0.52 51 $ 252 86 $ 99.16
17 $0.57 52 $ 281 87 $ 11040
18 $ 0.59 53 $ 320 88 $ 121.85
19 $ 0.61 54 $ 3.65 89 $ 13340
20 $ 0.62 55 $ 415 90 $ 14430
21 $ 0.62 56 $ 4.68 91 $ 155.80
22 $ 0.64 57 $ 520 92 $ 168.75
23 $ 0.66 58 $ 5.66 93 $ 186.44
24 $ 0.68 59 $ 6.06 94 $206.70
25 $0.71 60 $ 651 95 $ 228.35
26 $0.73 61 $ 7.1 96 $ 250.01
27 $0.76 62 - $ 796 97 $ 265.09
28 $ 0.80 63 $ 9.08 98 $ 270.11
29 $0.83 64 $ 1041 99 $ 281.05
30 $0.87 65 $11.90
31 $ 0.90 66 $ 13.51
32 $0.93 67 $1520
33 $ 0.96 68 $1692
34 $ 098 69 $ 18.70




Chapter 5

Compensation and Earned Income

How a retirement plan defines compensation can have a tremendous impact on the cost of providing
promised benefits or on how fixed or discretionary contributions are allocated among eligible
employees.

Compensation

In most cases, compensation is defined in a circular manner. For purposes of the nondiscrimination rules and
any other provision of the Internal Revenue Code (IRC or the Code) that specifically refers to IRC Section
414(s), compensation means compensation as defined in IRC Section 415(c)(3), the all inclusive definition.
IRC Section 414(s), however, permits an employer to either include or exclude elective contributions from this
all inclusive definition for some, but not necessarily all purposes. For example, elective contributions made
under the plan cannot reduce the compensation upon which a minimum IRC Section 416 top-heavy contribu-
tion is required. Specifically, IRC Section 416(@)(D) refers to IRC Section 414(q), that in turn refers to the ba-
sic all-inclusive definition found in IRC Section 415(c)(3); thus, the reduction to compensation allowed for
elective contributions under IRC Section 414(s) never comes into play when determining which employees are
entitled to top-heavy contributions. Compensation may have a slightly different definition for other purposes
of the Code. For a self-employed individual, compensation means the earned income of that individual (dis-
cussed below).! The definition of compensation found in the plan document must generally be used. If the
plan provides a maximum cap on compensation, that limit is the most that can be considered under the plan
and for deduction purposes.

Compensation in excess of $225,000 (the 2007 maximum limit) is not taken into account.2 The base com-
pensation limit of $225,000 (the 2007 limit) is indexed for inflation in increments of $5,000.3 See Appendix D,
“Employee Benefits Limits,” for indexed employee benefits limits for other years.

Note. Prior to the issuance of the proposed regulations in 2005, comprehensive section 415 regulations
were last issued in 1981. For more than twenty-five years, updates to the 1981 regulations to reflect statutory
and other changes were incorporated in a series of revenue rulings and notices. The proposed regulations both
consolidated all of the section 415 rules in updated regulations and reflected certain statutory changes not

1 See, IRC Sections 404(a)(12), 415(c)(3)(B), 408(k)(7)(B) regarding SEP.
2 TRC Sections 401(a)(17), 414(s)(1); Notice 2003-73 (2003-45 IRB 1017).
3 TRC Section 401(a)(17).
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previously addressed in IRS guidance. The final rules issued in May 2007, adopt the 2005 proposed regula-
tions with certain changes, including changes made by the Pension Protection Act (PPA).4

Caution. The final regulations under IRC Section 415 are effective for limitation years beginning on or
after July 1, 2007. Most calendar year plans will begin applying the new rules as of January 1, 2008.

Amounts that are received for personal services actually rendered in the course of employment with the
employer are generally treated as compensation to the extent that the amounts are includable in income.
Generally, IRC Section 415(c)(3) compensation is the compensation of the participant from the employer for
the year and generally includes but is not limited to:5

Wages and salaries.

Fees for professional services.

Other amounts received (cash or noncash) for personal services actually rendered in the course of em-
ployment for the employer, including, but not limited to the following items:

— Commissions and tips

— Fringe benefits

— Bonuses

— Reimbursements under nonaccountable plans®

Amounts received through accident and health plans (or other similar arrangement having the effect

of accident or health insurance) under IRC Section 104(a)(3), but only to the extent that these
amounts are includible in the gross income of the employee.

Amounts received through accident and health plans for personal injuries or sickness under IRC Sec-
tion 105(a), but only to the extent that these amounts are includible in the gross income of the
employee.

Amounts paid to highly-compensated individuals under a discriminatory self-insured medical reim-
bursement plan, but only to the extent that these amounts are includible in the gross income of the
employee under IRC Section 105(h).

Reimbursements for moving expenses incurred by an employee, but only to the extent that at the
time of the payment it is reasonable to believe that these amounts are not deductible by the employee
under IRC Section 217 regarding moving expenses.

The value of non-qualified stock options taxable upon grant to an employee by the employer, but only
to the extent that the value of the option is includible in the gross income (very rare) of the employee
for the taxable year in which granted.

The amount includible in the gross income of an employee upon making the election to increase gross
income under IRC Section 83(b) regarding property transferred in connection with performance of
services.

Amounts included in the gross income of an employee under an ineligible 457(f) plan, or under the rules
of IRC Section 409A regarding the inclusion in gross income of deferred compensation under nonqualified
deferred compensation plans, or because the amounts are constructively received by the employee. A qualified

4 Preamble, Treas. Reg. Section 1.415 (T.D. 9319, 2007-18 IRB 1041 (Apr. 30, 2007)).
5 TRC Section 415(c)(3); Treas. Reg. Section 1.415(c)-2(a), 1.415(c)-2(b).
6 As described in Treas. Reg. Section 1.62-2(c).
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defined contribution plan may contain provisions that impute IRC Section 415 compensation to “permanently
and totally disabled” participants,” so that contributions can continue to be made on their behalf. Such con-
tributions must be fully vested when made. In general, a disabled participant’s compensation may continue at
the rate of pay in effect immediately before the participant became disabled; however, an individual who was
a highly compensated employee (HCE) before his or her disability is not entitled to imputed compensation
unless all permanently and totally disabled participants are provided contributions for a “fixed and determin-
able period.”8

Note. IRC Sections 415(c)(3) and 414(s) will automatically be satisfied by the use of wages as defined for
income tax withholding purposes, or wages reportable in Box 1 of Form W-2 (which may include certain items
that are not wages for withholding purposes).?

Various elective deferrals and salary reduction contributions are not subtracted from IRC Section 415
compensation even though they are excluded, if within applicable limits, from taxable income.l® Compensa-
tion generally includes elective contributions contributed under any of the following plan types:!!

e A qualified cash or deferred arrangement, for instance, an IRC Section 401(k) plan

o A tax sheltered annuity—that is., an IRC Section 403(b) plan

. f(} Rsz;rings incentive match plan for employees (SIMPLE) individual retirement account or annuity
e A salary-reduction or elective simplified employee pension plan (SARSEP)

e A nonqualified deferred compensation plan (NQDC) under IRC Section 457(f)

e AnIRC Section 125 cafeteria plan.

¢ Section 402A designated Roth contributions.

However, an employer may provide for the exclusion of elective contributions under the above plan types
from the definition of compensation. It should be noted that the exclusion of elective contributions from the
definition of compensation under a plan does not reduce the maximum deductible amount, but it is likely to
reduce employer-provided contributions or benefits under the plan.

As a design issue, whether elective contributions should reduce compensation under a plan depends upon
the number of owners and the level of their elective contributions, compared to the resulting compensation of
rank-and-file employees. Once the plan’s allocation or benefit formula is applied, it is easier to determine
which methodology best satisfies the employer’s objectives.

Note. The exclusion of elective contributions from the plan’s definition of compensation does not effect the
maximum deductible amount (which is computed without reducing compensation by elective contributions
under the plan); although it may reduce the level of employer-derived allocations or benefits. If the plan
is integrated with Social Security, reducing compensation by elective contributions will reduce the excess
compensation upon which integrated contributions are made and, as a design feature, is not generally
advantageous if owners are more highly compensated than other participants.

7 As defined in IRC Section 22(e)(3).

8 IRC Section 415(c)(3)(D). The length of the “determinable period” is not specified

9 Treas. Reg. Sections 1.414(s)-1(c)(2), 1.415(c)-2(d)(3).

10 Small Business Job Protection Act of 1996, Section 1434(a), effective for plan years beginning after 1997.
11 TRC Section 414(s)(2); Treas. Reg. Section 1.414(s)-1(c)(4).
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Employers may demonstrate that a definition of compensation is nondiscriminatory using “snapshot”
testing on a single day during the plan year, provided that day is representative of the employer’s work force
and the plan’s coverage throughout the plan year.12

Note. All defined contribution plans maintained by a single employer are treated as a single plan for pur-
poses of IRC Section 415 limits. All members of a controlled group or affiliated service group are treated as
one employer in applying the rules of IRC Sections 414(b), (c), (m), and (0). However, the controlled group
rules are modified under IRC Section 415(h) by substituting “more than 50 percent” for “at least 80 percent.”

Example. Odd Days established a qualified profit-sharing plan for its eligible employees. Even Days es-
tablishes a money-purchase plan for its eligible employees. Marilyn, who is over 50 years old, (directly and
indirectly) owns 51 percent of both entities. The remaining stock is broadly diversified. Although Odd and
Even are not part of a controlled group under IRC Section 414, Marilyn’s compensation must be aggregated
for purposes of determining any limits under IRC Section 415 applicable to either plan.

Example. Same facts as in the preceding example. Marilyn earns $250,000 from both Odd and Even for
the current plan limitation year. Although her plan compensation is limited to $225,000 under both plans,
Marilyn’s contributions under both plans may not exceed $45,000 in 2007, plus catch-up contributions (up to
$5,000 in 2007 if permitted under the plan) because she is in control of more than one employer.

Limitation Year

The limitation year is the calendar year unless another 12-month period is designated in the plan docu-
ment.!3 (Nearly every plan will designate the plan year as its limitation year.) For limitation years that begin
after December 31, 2001, the maximum annual addition to a defined contribution plan (including a SEP or
SARSEP) is the lesser of 100 percent of compensation or $45,000 (the 2007 limit), plus catch-up contributions
of up to $5,000 (the 2007 limit) if age 50 or older).1¢

Proration of the limitation year limit is generally required in the event the plan year is changed (short
plan year);!5 however, proration is not required in the plan’s initial or final year.16 Special rules apply where a
controlled group maintains defined contribution plans with different limitation years.

For a defined contribution plan, the limitation year is the basis for measuring the annual addition limits
(generally 100 percent of compensation or $45,000, whichever is less, for 2007) under IRC Section 415(c) and
the maximum annual benefit limitations for defined benefit plans under IRC Section 415(b).

Amounts contributed to a SEP are treated as allocated to the individual's account as of the last day of the
limitation year ending with or within the taxable year for which the contribution is made.!”

The IRC Section 415(b) limit applicable to the annual benefit from a defined benefit plan, consists of two
separate testing prongs—a dollar limit and a compensation limit. The annual benefit cannot exceed the lesser
of these two limits. The dollar limit is $180,000 for limitation year 2007 and is adjusted for inflation in $5,000
increments. The compensation limit is 100 percent of the employee’s average compensation for his or her
“high 3 years.”18

12 Rev. Proc. 93-42 (1993-2 CB 540).

13 Treas. Reg. Section 1.415()-1(a); Prop. Treas. Reg. Section 1.415(j)-1

1 TRC Section 415(c)(1).

15 TRC Section 415(c)(1); Treas. Reg. Section 1.415(j)-1(d); Prop. Treas. Reg. Section 1.415¢)-1(a), 1.415(G)-1(c)(2).

16 Tom Pevarnik, Deloitte’s Washington Bulletin, Updated 415 Regulations—An In-Depth Review , Part 5 (item 4) (June 20, 2005). The “guest
article” is available at: http:/benefitslink.com/articles/washbull050620.html.

1 Treas. Reg. Section 1.415(c)-1(b)(6)(ii)(C).

18 TRC Section 415(b)(1) and (b)(2); Prop. Treas. Reg. Section 1.415(b)-1(a).



http://benefitslink.com/articles/washbuU050620.html

Chapter 5: Compensation and Earned Income 99

Note. The proposed 415 regulations alter the determination of a participant’s average compensation for
his or her three highest consecutive years in two respects:!® First, the proposed regulation disregards any pe-
riod during which the individual was not an active participant in the plan. As a result, it will no longer be
possible for a semi-retired business owner to establish a plan with benefits based on his or her higher com-
pensation earned in the past. Addressing an area of longstanding uncertainty, the proposed regulations state
that the IRC Section 401(a)(17) limitation on compensation that a plan may take into account applies to IRC
Section 415(b) regarding defined benefit plan limitations. Normally, the 401(a)(17) limit ($225,000 for 2007) is
higher than the 415(b) dollar limit (generally $45,000 for 2007), “but the latter ratchets upward if benefit
commencement is delayed past age 65 and thus will be higher for older participants. While no properly
drafted plan will base benefit accruals on compensation in excess of the 401(a)(17) limit, actuarial adjust-
ments for late commencement may increase the amount due to a participant above that figure. The proposed
regulations, if adopted, could therefore lead to significant benefit cutbacks for participants who begin receiv-
ing their pensions at later ages. The imposition of the 401(a)(17) limit on top of the 415(b) limit does not mean
that no participant will ever be able to receive an annual payment in excess of the former. Under Section
415(d)(1)(B), the 100 percent of compensation limit is adjusted for cost-of-living increases after separation
from service.20 Hence, post-retirement increases, for example, ad hoc COLA’s, may lead to a benefit of more
than 100 percent of the compensation cap.”?!

Annual Additions

The term “annual additions” generally means the sum for any year of employer contributions, employee con-
tributions, and forfeitures. In addition to applying to qualified defined contribution plans, the limitations on
defined contribution plans apply to section 403(b) annuity contracts, simplified employee pensions described
in section 408(k), mandatory employee contributions to qualified defined benefit plans, and contributions to
certain medical accounts.? There are, however, several exceptions. Annual additions do not include catch-up
contributions made by participants age 50 and over, employer contributions to restore previously forfeited
account balances upon repayment of the prior distribution, and restorative payments allocated to a partici-
pant’s account to restore losses from actions that are reasonably likely to lead to a suit for breach of fiduciary
duty under ERISA.23 Earning credited to restorative payments are not annual additions because they repre-
sent earning rather than contributions.

Nondiscriminatory Definition of Compensation

A definition of compensation other than IRC Section 415(c)(3) compensation can also satisfy IRC Section
414(s) if it meets the safe-harbor definition or meets one of the alternative definitions and a nondiscrimina-
tion test.24 The safe-harbor definition is IRC Section 415(c)(3) compensation, reduced by:2

1. Reimbursements or other expense allowances

19 Treas. Reg. Section 1.415(b)-1(a)(5); Prop. Treas. Reg. Section 1.415(b)-1(a)(5).

20 Treas. Reg. Section 1.415(d)-1(a)(i); Prop. Reg. 1.415(d)-1(a)(2).

21 Tom Pevarnik, Deloitte’s Washington Bulletin, Updated 415 Regulations—An In-Depth Review (Part 2 of 2) (July 5, 2005). The “guest arti-
cle” is available at: http:/benefitslink.com/articles/washbull050705.htm].

22 TRC Section 415(c)(2).

23 ERISA, 29 U.S.C. Section 1001 et. seq.; Prop. Treas. Reg. Section 1.415(c)-1(b)(2)(ii)}(C); Treas. Reg. 1.415-6(b)(2)(ii); but see previously is-
sued Rev. Rul. 2002-45 (2002-2 C.B. 116) where earning on restorative payments made under the IRS plan correction program (EPCRS, see
Chapter 13, “Plan Correction Programs—EPCRS, VFCP and DFVC”) were treated as a “restorative payment.”

24 TRC Section 414(s)(3).

25 Treas. Reg. Section 1.414(s)-1(c)(3).
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Fringe benefits (cash and noncash)
Moving expenses

Deferred compensation

Welfare benefits

AN

An alternative definition that defines compensation based on the rate of pay of each employee will also
satisfy IRC Section 414(s) if the definition is nondiscriminatory and satisfies other requirements found in the
regulations.26

Another alternative definition of compensation can satisfy IRC Section 414(s) if it is reasonable and does
not, by design, favor highly compensated employees (HCEs) and it meets a nondiscriminatory requirement,.
The nondiscriminatory requirement is satisfied if the average percentage of total compensation included un-
der the alternative definition for the employer’s HCEs as a group does not exceed by more than a de minimis
amount the average percentage of total compensation included under the alternative definition for the
employer’s other employees as a group.2” Self-employed individuals are subject to special rules for purposes of
using an alternative definition.28

As an alternative to the IRC Section 415 definition of compensation, a plan, including a simplified em-
ployee pension plan (SEP) or a SARSEP, may define compensation using one of the following three definitions
used for wage reporting purposes and automatically be deemed to satisfy IRC Section 415(c)(3). The three
alternatives do not apply to self-employed individuals treated as employees within the meaning of IRC Sec-
tion 401(c)(1).

W-2 Earnings

This alternative includes amounts required to be reported under IRC Sections 6041, 6051, and 6052 (wages,
tips, and other compensation box on Form W-2, Wage and Tax Statement). That is, compensation is defined
as wages within the meaning of IRC Section 3401(a) and all other payments of compensation to an employee
by his or her employer (in the course of the employer’s trade or business) for which the employer is required to
furnish the employee a written statement under IRC Sections 6041(d), 6051(a)(3), and 6052.2° This definition
of compensation may be modified to exclude amounts paid or reimbursed by the employer for an employee’s
moving expenses, but only to the extent that at the time of the payment it is reasonable to believe that
the employee may deduct such amounts under IRC Section 219. Compensation is to be determined without
regard to any rules under IRC Section 3401(a) that limit the remuneration included in wages based on the
nature or location of the employment or the services performed (for example, the exception for agricultural
labor in IRC Section 3401(a)(2)). The “W-2” definition of compensation excludes elective deferrals from being
treated as compensation.

IRC Section 3401(a) Wages

Under this alternative, compensation is defined as wages within the meaning of IRC Section 3401(a) (which
generally includes, for purposes of income tax withholding at the source, all remuneration for services per-
formed as an employee other than fees paid to a public official) but determined without regard to any rules
that limit the remuneration included in wages based on the nature or location of the employment or the ser-
vices performed (for example, the exception for agricultural labor in IRC Section 3401(a)(2)). This definition
would include elective deferrals as compensation under the plan.

26 Treas. Reg. Section 1.414(s)-1(e).

27 Treas. Reg. Section 1.414(s)-1(d).

28 Treas. Reg. Section 1.414(s)-1(d)(3)(ii)(B), 1.414(s)-1(g).

29 Treas. Reg. Sections 1.6041-1(a), 1.6041-2(a)(1), 1.6052-1, 1.6052-2; see, too, Treas. Reg. Section 31.6051-1(2)(1)1)(C).
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IRC Section 415 (the Safe-Harbor Section) Compensation

The IRC Section 415 safe-harbor definition of compensation is generally a streamlined version of the full IRC
Section 415 definition. It is intended to simplify the full definition by including an employee’s basic wages
without the required adjustments of the full IRC Section 415 definition. Under this alternative, compensation
is defined as wages, salaries, fees for professional services, and other amounts received (without regard to
whether an amount is paid in cash) for personal services actually rendered in the course of employment with
the employer maintaining the plan, to the extent that the amounts are includable in gross income. Such
amounts include but are not limited to commissions paid to salespersons, compensation for services on the
basis of a percentage of profits, commissions on insurance premiums, tips, bonuses, fringe benefits, and reim-
bursements or other expense allowances under a nonaccountable plan3® and may exclude the previously
mentioned items that IRC Section 415 compensation does not include. This definition would include elective
deferrals as compensation under the plan.

Compensation Paid After End of “Limitation Year”

Compensation that is paid after a “limitation year” may be used for the prior limitation year under certain
circumstances. There is a de minimis timing rule that states compensation paid after the end of a limitation
year may be used provided the following rules are satisfied:3!

1. The amounts are earned during the year but paid in the first few weeks of the next limitation year.

2. The amounts are included on a uniform and consistent basis with respect to all similarly situated
employees.

3. The same amount is not included in more than one limitation year.

For a defined contribution plan, the limitation year is the basis for measuring the annual addition limits
under IRC Section 415(c).

Example. Jean defers from her salary into her employer’'s SARSEP plan during 2007. The plan year and
limitation year coincide with the 2007 calendar year. On January 15, 2008, she receives a check for the pay
period that ends on December 31, 2007. Jean may defer from the check received on January 15, 2008 for the
2007 plan.

Note. This rule was clarified under the Proposed 415 regulations issued May 31, 2005. These regulations
are not effective until years beginning after December 31, 2006; however plans may use the regulations im-
mediately. Unfortunately there is no reference to salary reduction SEP plans under these new final regula-
tions with respect to this rule.

Caution: Severance payments are not generally considered compensation and may not have elective
deferrals taken from these payments. However, a special rule applies to payments made shortly after
the end of the year (see below).?

30 As described in Treasury Regulations Section 1.62-2(c)(3).
31 Treas. Reg. Section 1.415(c)-2(e)(1)(ii); Prop. Treas. Reg. Section 1.415(c)-2(e)(2).
32 See Preamble, Other Significant Changes, Prop. Treas. Reg. Section 1.415(c)-2, 70 Fed. Reg. 31214-31216 (May 31, 2005).
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Deferrals From Post-Severance Payments

An employee may defer, from post-severance payments, payments they would have been entitled to had the
employee continued service with the employer. Such payments must also be paid within two and a half
months after severance from employment.

Generally, this would include compensation paid for services before severance from employment (such as
regular compensation, overtime, bonuses, accrued sick or vacation pay), as long as the employee would have
been entitled to these payments had they continued to work, and to payments with respect to leave that
would have been available for use if employment had not terminated.33 Based on the final 415 regulations it
1s unclear whether this rule will apply however to a SEP or SARSEP Plan.34 Such amounts are also treated
as compensation under IRC Section 415.35

Note. Severance pay, unfunded nonqualified deferred compensation, and parachute payments36¢ are not
treated as compensation under IRC Section 415, because the amounts would not have been paid absent the
severance from employment. (But see, “Qualified Military Service Payments,” later on in this chapter).

Note. With respect to bona-fide leave payments, the final regulations under Coe Section 415 require that
the plan explicitly provide that such post-severance payments are included in compensation. The final regula-
tions also permit payments made post-employment from a nonqualified unfunded deferred compensation plan
to be treated as compensation, if the payments would have been made at the same time if the employee had
continued employment and the payments are includable in gross income. Such amounts are also treated as
compensation under IRC Section 415.37

Note. Under the final regulation severance “regular pay” must be included as compensation, but other
payments are optional. IRC Section 415(c)(3) compensation must include certain post-severance “regular pay”
that is paid within the specified timeframe described above and that would have been paid had the partici-
pant remained employed (such as regular, overtime, and shift differential pay, commissions, bonuses, and
other similar compensation). In addition, the final regulations permit, but do not require, plan provisions to
specify that any of the following types of post-severance payments be included in IRC Section 415(c)(3) com-
pensation: (1) certain payments within the specified timeframe for accrued bona fide sick, vacation, or other
leave (if the participant would have been able to use the leave if employment had continued); (2) certain pay-
ments within the specified timeframe under a nonqualified deferred compensation plan (if the payments are
taxable and would have been made at that time if the employee had continued in employment); (3) certain
payments to a permanently and totally disabled participant (not limited to specified timeframe); or (4) certain
differential payments to individuals in qualified military service (not limited to specified timeframe).38

Qualified Military Service Payments

Under recently proposed regulations, the rule generally excluding payments after severance from employ-
ment from compensation does not apply to payments to an individual who does not currently perform services
for the employer by reason of “qualified military service” to the extent those payments do not exceed the
amounts the individual would have received if the individual had continued to perform services for the em-

33 Treas. Reg. Section 1.415(c)-2(e)(2); Prop. Treas. Reg. Section 1.415(c)-2(e).

** Preamble, Treas. Reg. Section 1.415 (T.D. 9319, 2007-18 IRB 1041, 1044 (Apr. 30, 2007)) referring only to IRC Section 401(k) and
Section 457(b) plans; Prop. Treas. Reg. Section 1.415(c)-2(e).

35 Prop. Treas. Reg. Section 1.415(c)-2(e)(3).

36 See IRC Section 280G(b)(2).

37 Treas. Reg. Section 1.415(c)-2(3)(e)(i).

38 Treas. Reg. Section 1.415(c)-2(e)(3)(i).
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ployer rather than entering qualified military service.3® Thus, compensation paid after the 2% month period
described previously may be taken into account (treated as compensation) for contribution purposes.

The term qualified military service means any service in the uniformed services? by any individual if
such individual is entitled to reemployment rights under such chapter with respect to such service.4!

IRC Section 415 Compensation Exclusions

Under IRC Section 415, the term compensation does not include the following:42

1. Employer nonelective contributions made on behalf of an employee to a SEP, a qualified plan, or a
403(b) plan, or contributions made to govern mental plans as “pick up” contributions.

2. Contributions made by the employer to a deferred compensation plan, to the extent that, before the
application of the Section 415 limits to that plan, the contributions are not includable in the gross in-
come of the employee for the taxable year in which contributed.

3. Distributions from a deferred compensation plan, regardless of whether such amounts are includable
in the gross income of the employee when distributed. It should be noted, however, that any amounts
received by an employee from an unfunded nonqualified plan are permitted to be considered compen-
sation for Section 415 purposes in the year the amounts are includable in the gross income of the
employee.

4. Gain realized from the exercise of nonqualified stock options or when restricted stock (or property)
held by an employee either becomes freely transferable or is no longer subject to a substantial risk of
forfeiture.43

5. Gain realized on the disposition of stock received through exercise of a statutory stock option under
IRC Sections 421 or 423.44

6. Amounts qualifying for special tax benefits, such as premiums for group term life insurance (but only
to the extent that the premiums are not includable in the gross income of the employee).

7. Items “similar to” other excluded items.

Earned Income

The earned income of a self-employed individual who is an employee within the meaning of IRC Section
401(c)(1) is treated as his or her compensation.45 The earned income of a partner in an organization estab-
lished as a limited liability partnership (LLP) or limited liability company (LLC) is also treated as his or her
compensation.*6

Note. Compensation includes the net income from operating oil, gas, or mineral interests or the net earn-
ings of a self-employed writer, inventor, or artist. Nevertheless, a royalty paid for the right to use a copyright
or patent or an oil, gas, or mineral property is taxable, although it is not generally treated as earned income.

39 Prop. Treas. Reg. Section 1.415(c)-2(e)(1)(ii), 1.415(c)-2(e)(4).

40 Ag defined in Chapter 43 of title 38, United States Code.

41 [RC Section 414(u)(1); Treas. Reg. Section 1.415(c)-1(b)(6)(i1)(D); Prop. Treas. Reg. Section 1.415(c)-2(e)(4).
42 TRC Sections 415(c)(3); Treas. Reg. Sections 1.415-2(d)(3); Prop. Treas. Reg. Section 1.415(c)-2(c).

43 See IRC Section 83.

44 For example, taxable gain resulting from a disqualifying disposition.

45 Treas. Reg. Section 1.415-2(d)(2)(ii); Prop. Treas. Reg. Section 1.415(c)-2(b)(2).

46 Treas. Reg. Section 1.415(c)-2(b)(2); Prop. Treas. Reg. Section 1.1402(a)-2.
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Dividend income (S corporation or otherwise) is a return on invested capital, not a return on labor
(wages). It does not count for plan establishment or plan contribution purposes. Suppose, for example, a tax-
payer improperly, in the view of the IRS, either inflates his or her S corporation dividend and correspondingly
reduces his or her earned income to; for example, reduce Social Security or Medicare taxes or deflates his or
her S corporation dividend and correspondingly increases his or her earned income in order to get a higher
pension contribution. Under such circumstances, a challenge from the IRS is possible, though not likely, be-
cause the IRS maintains that it has the right to recharacterize the split between the two to reflect what it de-
termines is the “economic reality.” If the filed return reflects economic reality, dividends do not count toward
compensation for plan purposes.t” In Grey’s Public Accountant,* the owner of a Sub S treated himself as an
independent contractor and reported payments for services on Form 1099. The Tax Court held that the owner
was an employee and that the wages were subject to employment taxes Federal Insurance Contributions Act
(FICA) and Federal Unemployment Tax Act (FUTA), that is, not Self-Employment Contributions Act (SECA).
Can you be an independent contractor for and the sole shareholder of your S corporation? Maybe, depending
upon the facts. In Veterinary Surgical Consultants, P.C.,% the facts worked against the taxpayer. The corpo-
ration did veterinary consulting and had only one employee who was a veterinarian, the president and sole
shareholder, and his services were essential to the business. He claimed to be an independent contractor. The
Tax Court held that he was an employee. The Court also held, as in Grey, that the corporation could not avail
itself of the benefits of Section 530 of the Revenue Act of 1978 (which provides for reduced penalties) because
the corporation did not have a reasonable basis for treating the worker as an independent contractor. The
taxpayer was the only employee and his services were essential to the operation of the business. Arguably, an
individual might be considered an independent contractor if their services are not essential to the business
and they have another business. For example, Horace is a 25 percent owner in a building contractor, but also
does business as a lawyer. Horace does legal work for the contractor and bills them through his law firm.50

Note. It may be questionable “whether it is ever reasonable for a taxpayer to treat a statutory employee
as a nonemployee for employment tax purposes.”!

Relying on Revenue Ruling 1959-221,52 the IRS advised an S corporation shareholder that his distribu-
tive share of earnings could not be treated as self-employment income for retirement plan purposes because
his services were not a material income producing factor.53 In Revenue Ruling 1959-221 the IRS issued guid-
ance on whether the amounts required to be included in the gross income of a shareholder of an electing small
business corporation [S corporation] constitute “net earnings from self-employment” for purposes of the Self
Employment Contributions Act of 1954 (SECA). After noting the various Code provisions affecting self-
employed individuals, such as IRC Sections 1402(a) and (c), the ruling stated:

[I]t is apparent that income not resulting from the conduct of a trade or business by an individual, or by
a partnership of which he is a member, is not includible in computing the individual’s net earnings from self-
employment. Amounts which must be taken into account in computing a shareholder’s income tax by reason
of the provisions of section 1373 of the Code, are not derived from a trade or business carried on by such
shareholder. Neither the election by a corporation as to the manner in which it will be taxed for Federal in-
come tax purpose nor the consent thereto by the persons who are shareholders results in the consenting

47 Durando v. United States, 70 F3d 589 (9th Cir. 1995).

48 Grey’s Public Accountant, PC v. Commissioner (119 TC No. 5).

49 Veterinary Surgical Consultants, P.C. (117 TC No 14, Oct 15, 2001).

%0 See also Yeagle Drywall, TC Memo 2001-284, the taxpayer’s services were essential and a 99 percent stockholder was treated as an em-
ployee and not an independent contractor.

51 See discussion in Joseph M. Grey Public Accountant, P.C. v. Commissioner, 126 (119 T.C. No. 5).

52 Revenue Ruling 1959-221 (1959-1 CB 225).

53 Field Service Advice 1999-526 (undated).
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shareholder’s being engaged in carrying on the corporation’s trade or business. Accordingly, amounts which
a shareholder is required to include in his gross income by reason of the provisions of section 1373 of the
Code should not be included in computing his net earnings from self-employment for Self-Employment Con-
tributions Act purposes.5¢

Keep in mind that amounts earned by partners and shareholder-partners of an LLC are not wages sub-
ject to FICA, FUTA, or federal income tax withholding.55

Under IRC Section 401(c)(2), earned income for a self-employed person (including a partner in a partner-
ship) refers to net earnings from self-employment in a trade or business in which the personal services of that
individual are a material income-producing factor.56 After several adjustments, up to $225,000 (the 2007
limit) of earned income may be considered for plan allocation and employer deduction purposes.’” In general,
the add-back is limited to contributions that qualify as elective deferrals. The adjustments not only affect one
another but also may be affected by other factors. Under IRC Section 401(c)(2), net earnings from self-
employment must be reduced by all contributions made by or on behalf of the owner and by the deduction for
half of the self-employment tax under IRC Section 164(f). It should be noted that the owner’s share of the al-
lowable contribution expense for nonowner employees must be subtracted from business income to arrive at
the amount of net earnings from self-employment. In the case of a partnership or a limited liability company,
earned income may include guaranteed payments to members.58

Note. For taxable years beginning after 2001, elective contributions are added back for the purpose of cal-
culating the employer’s maximum deduction (but not (other than for catch-up elective contributions) for the
purpose of computing the 25 percent participant exclusion limit in a SEP). Plan provisions may provide that
elective contributions may be added back when allocating an employer’s nonelective contributions among
employees.

IRC Section 1402 defines the term self-employment income as net earnings from self-employment derived
by an individual during any taxable year. IRC Section 1402(a) provides that the term net earnings from self-
employment includes an individual’s distributive share (whether or not distributed) of income or loss
described in IRC Section 702(a)(8) from any trade or business carried on by a partnership of which the indi-
vidual is a member. IRC Section 1402(a)(13) provides that the distributive share of any item of income or loss
of a limited partner is not included under the definition of net earnings from self-employment unless the dis-
tributive share is a guaranteed payment to that partner for services actually rendered to or on behalf of the
partnership to the extent that such payment is established to be in the nature of remuneration for those ser-
vices. In the view of the IRS, it is generally not essential that an individual currently be engaged in the day-
to-day conduct of a trade or business in order to be carrying on a trade or business. A taxpayer can still be
engaged in a trade or business even if there is a temporary hiatus in the conduct of the activities of that trade
or business.5?

Recent cases have adopted more narrow interpretations of what constitutes self-employment income for

self-employment tax purposes.®® Whether a payment is derived from a trade or business carried on by an in-
dividual for purposes of IRC Section 1402 depends on whether, under all the facts and circumstances, a nexus

54 Rev. Rul. 1959-221, 1959-1 CB 225, 226-227.

5 TRS Legal Memo 200117003 (Apr 27, 2001).

56 TRC Section 1402(a).

57 IRC Sections 401(a)(17), 404().

%8 Ltr. Ruls. 9525058 (Mar. 28, 1985), 9452024 (Sept 29, 1994), 9432018 (May 16, 1994); see Form 1065, Schedule K-1, line 22.

59 Newberry v. Commissioner, 76 TC 441, 444 (1981); see also Reisinger v. Commissioner; 71 TC 568, 572 (1979); Haft v. Commissioner, 40 TC
2, 6 (1963); see also Rev. Rul. 75-120 (1975-1 CB 55), job search costs may be deductible trade or business expenses even if taxpayer is tempo-
rarily unemployed.

60 TRC Section 1402(a)-(b).
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exists between the payment and the carrying on of the trade or business. The Tax Court articulated this
nexus requirement in Newberry v. Commissioner,®! observing that, under IRC Section 1402, there must be a
nexus between the income received and a trade or business that is or was actually carried on. Put another
way, the construction of the statute can be gleaned by reading the relevant language all in one breath: The
income must be derived from a trade or business carried on. Thus, the trade or business must be “carried on”
by the individual, either personally or through agents or employees, in order for the income to be included in
the individual’s “net earnings from self-employment.”62

Generally, the required nexus exists if it is clear that a payment would not have been made but for an in-
dividual’s conduct of a trade or business.®3 Although the IRS agreed with the Tax Court in Newberry, that a
nexus must exist, it did not agree with the court’s conclusion in that case that such a nexus cannot exist if an
individual is not currently engaged in the day-to-day conduct of a trade or business. Therefore, the IRS de-
clared that it will not follow the decision in Newberry.t4

Example. Jeb, a farmer, suffered an $8,000 crop loss resulting from a drought. Jeb received an $8,000
loan from the Farmers Home Administration (FHA), of which $5,000 of the principal was immediately can-
celed. The amount of the canceled portion of the loan represents a replacement of a portion of the farmer’s lost
profits, and must be taken into account in computing Jeb’s net earnings from self-employment.65

Example. Fred was performing services as an independent contractor for a government agency. His con-
tract was terminated after four years due to an act of war. He promptly accepted a position as an employee
for a corporation after his contract was terminated. Eighteen months later, Fred was given an unexpected
severance payment of $1,000 to $2,500 for each year of prior service. Although the IRS would likely view this
as earned income because there was a previous nexus, the courts may be more lenient because Fred’s sever-
ance payment was not derived from a trade or business carried on. The “tax on self-employment income” im-
posed by IRC Section 1401, unlike the employment taxes imposed on wages in subtitle C, is technically an
income tax because IRC Section 1401 is part of subtitle A of the Code.

Note. A partner’s compensation is deemed currently available on the last day of the partnership’s taxable
year. Accordingly, an individual partner may not make a cash or deferred election with respect to compensa-
tion for a partnership taxable year after the last day of that year.66

Periodic advances made by partners throughout the year, pursuant to an election of the partner, are elec-
tive contributions, assuming the plan otherwise satisfies the applicable requirements of the Code.6”

The definition of compensation for a self-employed person as determined in the plan document is ex-
tremely important in applying plan limitations and preventing discrimination. A plan may provide for em-
ployer contributions to be allocated to employees, including self-employed individuals, based on their compen-
sation, including or excluding their elective contributions.

An erroneous calculation of earned income could result in the violation of various nondiscrimination rules
or could cause the IRC Section 415 dollar or percentage limits on allowable contributions and benefits to be
exceeded. A miscalculation could also result in operational discrimination in favor of HCEs and could jeopard-
1ze the tax-sanctioned status of the plan.

6176 TC 441, 444 (1981).

62 S Rept 1669, 81st Cong, 2d Sess (1950) (1950-2 CB 302, 354)

63 Newberry v. Commissioner (76 TC 441, 444 (1981).

64 Rev. Rul. 91-19 (1991-1 CB 186).

8 Rev. Rul. 76-500 (1976-2 CB 254); see also Rev. Rul. 60-32 (1960-1 CB 23); Notice 87-26 (1987-1 CB 470).
66 See Treas. Reg. Section 1.401(k)-1(a)(6)(i)(B).

67 Ltr. Rul. 200247052 (Aug. 28, 2002); see also Treas. Reg. Sections 1.401(k)-1(a)(3)(1), 1.401(k)-1(g)(3).
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Even practitioners with a thorough understanding of how plan limits are applied and how earned income
is figured will find the process of designing plans, calculating contributions, and applying limits a complex,
nearly impossible task. It is difficult to design a plan around an owner because the owner’s compensation
fluctuates as the contribution amount is changed. Circular and interdependent calculations are required to
solve for a particular result. Absent a legislative change, the practitioner must use caution. Spreadsheet soft-
ware and programs offer a welcome solution for practitioners who need to design plans for owners of unincor-
porated businesses with common-law employees.

Self-Employment Losses

A self-employment loss from a separate unincorporated business that is unrelated to the employer adopting
the plan, but is owned in part by the same individual does not directly offset the earned income of the em-
ployer adopting the plan. There is no such thing as negative compensation. Nevertheless, the loss will affect
the calculation of the individual’s self-employment tax, and the amount of that tax will have an effect on the
calculation of earned income that can be considered for the plan.

Practice Pointer: Frequently, partners have different tax preparers. Information from the uncom-
pleted federal income tax returns of some partners may be needed to compute the contributions to be
made under the plan and to complete the federal income tax returns of the partnership, and in turn
the individual federal income tax returns of the individual partners can be completed. Return prepa-
ration is much easier when all partners and the partnership have the same tax preparer; privacy is-
sues are also minimized.

Determining Earned Income: Where to Start

Note. Unless otherwise indicated, line numbers in the section below are from the 2007 version of Form
1065.

Partners

There is no line number or amount on any tax return, worksheet, or schedule that can be used as the correct
starting point for calculating a partner’s preplan earned income or self-employment tax. It does seem pru-
dent, however, to start with line 14 of Schedule K-1 to Form 1065, U.S. Return of Partnership Income. The
amount entered is preceded by Code A (for net earnings/loss from self employment) or Code B (for gross farm-
ing or fishing income) or Code C (for gross-non-farm income). (Up to four adjustments are possible when using
the amount from that line.) The amount on that line is initially determined using a worksheet (see below)
provided in the instructions to Form 1065, and then is allocated to the individual partners. Thus, line 14 on
Schedule K-1 of Form 1065 cannot always be determined simply by adding line 1 (ordinary income) and line 4
(guaranteed payments to partner) of Schedule K-1.68 Payments made on the owner’s behalf to a plan are re-
ported on line 13 (Code R), “Other deductions.”

Practice Pointer: If an individual’s tax return is properly completed, line 14 on Schedule K-1 of
Form 1065 is a suitable starting point for calculating earned income.

68 See Form 1065 instructions and worksheet for Schedules K and K-1, lines 14 (see page 29).
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Note. Similar rules apply to calculate self-employment income to electing large partnerships using Form
1065-B, Return of Income for Electing Large Partnerships, except that line 13a is the relevant starting point
for Schedule K and box 9 for Schedule K-1 (of Form 1065-B). The Form 1065-B worksheet is similar, but not
identical to the Form 1065 worksheet (see Form 1065-B, Instructions).

If there is an ordinary gain or loss on the sale of business property (from Form 4797 Part II, Sales of
Business Property), the worksheet contained in the instructions to Form 1065 provides for included losses to
be added back and included gains to be subtracted out before allocation to each partner. That adjustment
(sometimes referred to as an “off-sheet” adjustment) appears in the instructions to Form 1065 but not on
Schedule K or K-1. Its absence from Form 1065 (and its relevance to determining the correct amount on line
14) explains why line 14 of Schedule K-1 to Form 1065 cannot always be determined simply by adding line 1
(ordinary income) and line 4 (guaranteed payments to partner) of Schedule K-1.69

See the “Worksheet for Calculating Ultra Net Earned Income.”

In addition to an adjustment for ordinary gains or losses on the sale of business property reflected on
Schedule K-1, the instructions for Form 1065, Schedule K-1, line 14, provide for the amount on that line to be
entered on Schedule SE to Form 1040 after three more off-sheet reductions are made (in addition to that for
ordinary gains or losses on the sale of business property):

1. IRC Section 179 expense deduction claimed. Schedule K-1 shows only the IRC Section 179 deduction
being passed through to the partner (line 12). The deduction actually claimed, however, is on Form
4562, Depreciation and Amortization, line 12. For example, if an individual is a partner in several
partnerships, not all of the IRC Section 179 expenses may be deductible.

2. Claimed unreimbursed partnership expenses. Not all legitimate partnership expenses are run through
the business. Such expenses, although not technically nonpassive losses, are reported on Form 1040,
Schedule E, Supplemental Income and Loss, Part II, line 28(i). Unreimbursed partnership expenses
that partners are required to pay under the terms of the partnership agreement are deductible.”™

3. Depletion on oil and gas properties claimed.™

Note. If the net earnings from self-employment from line 14 of a partner’s Schedule K-1 are reduced, the
instructions for Schedule SE require an explanation to be attached.

Sole Proprietors

The calculation of a sole proprietor’s earned income starts with line 31 (“net profit or (loss)”) of Schedule C,
Profit or Loss From Business (Sole Proprietorship), to Form 1040, although the amount that appears there
will need to be adjusted slightly for the owner’s contribution and one-half of the self-employment tax deduc-
tion. That line is also reported on Form 1040, Schedule SE.

8 1.C. Starr, ASPA, Eastern Regional Seminar, “Sole Proprietorship and Partnership Compensation and Deduction Issues” (audiotape)
(1995).

70 See Form 1040, Schedule E, Instructions to Parts IT and III, Partnerships.

71 See Form 1065, Instructions, Adjustments, and Tax Preference Items.
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Worksheet for Calculating Ultra-Net Earned Income

Following is a worksheet for calculating ultra net (after all adjustments) earned income under IRC Section
401(c)(2) for purposes of allocating contributions and calculating the employer’s deduction and the amount of
contributions that may be excluded from the employee’s gross income.

Worksheet for Calculating Ultra Net Earned Income

1. Total earned income before any plan contributions (for 2007, Schedule K-1, line 14, plus

partner’s share of nonowner employee contributions shown on Form 1065, line 18) ............. $
2. Less any unreimbursed partnership expense claimed (data from the accountant or Form

1040, Schedule E, Part I1, ling 28, COIUMN ())......oevrerireriererreeererereseeseeiseeisieseesesessesssessenens -$
3. Less IRC Section 179 expense deduction claimed (see Schedule K-1, line 12, and confirm

ON FOMM 4562, NE 12).......vevreeeeeeeeceeerce e eeaees et enass s -$
4. Less depletion claimed on oil and gas properties (see Schedule SE, Instructions,

Partnership INCOME OF LOSS) ......c.cuvueirieeniieriieriresi st ss e e esesenes -$
5. Preplan compensation (items 1—4): ... =$

Sole Proprietorships, start here.
6. Less owner’s share of common-law employee allocations (Form 1065, line 1