RETIREMENT PLANS

Complex rules raise numerous questions about deductible
and non-deductible IRAs, rollovers, withdrawals,
minimum distributions and beneficiary designations.

Straightforward Answers
to Common Questions on
Retirement Plan Rules

By Clark M. Blackman Il and Kevin P. McAuliffe

Over the past year and a half, we
have addressed many of the rules, is-
sues and penalties relating to retire-
ment plans and IRAs. As one might
expect, a number of questions have
been raised by readers on these and
related topics. This article will address
those questions we feel have broad

applicability.
Deductible IRAs

When can someone set up a deductible
IRA?

In general, each year an individual
may contribute 100% of compensation
up to a maximum of $2,000 to an IRA.
The contribution limitis $2,250ifa spou-
sal IRA is also established for a non-
working spouse.

For deductible IRAs, under current
tax law if neither you nor your spouse
participate in an employer-maintained
retirement plan (including a 401(k)
plan), you may contribute and deduct
on your tax return up to $2,000 for your-

self and $2,000 for your spouse. If your
spouse is not employed, then his or
her contribution is reduced to $250.

If you or your spouse actively partici-
pates in an employer-maintained re-
tirement plan, then another set of rules
applies. The IRS says that if you're single
and an active participant, you may de-
duct your full contribution only if your
“modified adjusted gross income”
(MAGI) is $25,000 or less. Your deduc-
tion is reduced $10 for each $50 you
earn above $25,000 until you hit $35,000,
when the deduction phases out en-
tirely.

If you're married and file jointly and
either one of you is an active partici-
pant, you get a full deduction only if
your MAGI is $40,000 or less. Your de-
duction drops by $10 for each addi-
tional $50 in income up to $50,000, when
the deduction vanishes. Filing sepa-
rately won't help. If married couples
who live together file separately, no
deduction is allowable to either per-
son. Table 1 summarizes how these
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rules work.

For purposes of these limits, modi-
fied adjusted gross income is calcu-
lated without including any deductible
IRA contributions, exclusions for for-
eign earned income and U.S. savings
bond redemptions (described in IRS
publication 590), but including any tax-
able Social Security benefits and tax-
exempt interest.

What is an “active participant in a tax
qualified plan™?

When it comes to the active partici-
pation rules, several types of plans fall
into the category of qualified or tax-
favored plans; any of the plans in
Table 2 are counted. If you participate
in any one of them, the law considers
you an active participant, and that
means you can’t deduct your IRA con-
tribution—unless your MAGI is under
the above thresholds.

How do you know if you're an active
participant?

Look at your W-2 Form. It includes a
box entitled “Pension plan” for your
employerto check. If the box is checked,
you know you're an active participant.
If this box is blank, you'll need to un-
derstand the “active participation”
rules.

The IRS says it makes no difference
whether you actually participate in a
defined-benefit retirement plan (plans
in which your benefit is based on your
salary and number of years of employ-
ment with the firm); it matters only that
you're eligible to participate. However,
the rules are different for a defined-
contribution plan (plans in which your
benefit is based on contributions to
the plan by you or your employer).
Here you're considered an active par-
ticipant if during the year, you or your
company contribute money to the plan
on your behalf. However, if you are
eligible to make a contribution and
choose to not do so (and your em-
ployer does not contribute on your
behalf), you are not an active partici-
pant. Furthermore, you are not consid-
ered an active participant if the only
money that is added on your behalf
during the year are earnings from the
investments already in the plan.
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Table 1.
Available IRA Deductions

Modified Type of Filing

Adjusted Single/Head Married- Married-
Gross Income of Houshold Joint Single
$0-$10,000 Full Full Partial
$10,000-$25,000 Full Full None
$25,000-$35,000 Partial Full None
$35,000-$40,000 None Full None
$40,000-$50,000 None Partial None
$50,000+ None None None

* If you actively participate in a company retirement plan.

On the other hand, in the eyes of the
IRS you're an active participant if you
take part in a retirement plan for just
part of the year. For example, assume
that you changed jobs in November
1995 and moved from Old Company
Inc. to New Corp. You are not eligible
for the New Corp pension plan in 1996,
so you make what you think is a de-
ductible IRA contribution for 1996. How-
ever, Old Company’s pension plan
does not end its tax year until January
31, 1996. Therefore, you are eligible
and active in that plan for the first
month of the 1996 year. Thus, you are
considered to be an active participant
for 1996.

What if you contribute to an IRA and
make a mistake? What about investment
returns on the mistake?

If you contribute more to an IRA than
the amount allowed ($2,000 per indi-
vidual, or $2,250 if the spouse does not
have earned income), the excess con-
tribution is subject to a 6% excise tax.
Furthermore, the IRS can assess the
penalty each year the excess contribu-
tion remains in the IRA. You can avoid
the penalty by withdrawing the excess
contribution, along with the earnings
attributable to the contributions, be-
fore the due date (including extensions)
of your tax return for the year of the
excess contribution.

Of course, if you mistakenly deduct a
contribution that is not deductible, you
should amend your tax return for the
year of the contribution and pay any
additional taxes. But you do not have
to remove the contributions or invest-

August 1996

ment earnings from the IRA, as long as
your contribution did not exceed the
above limits.

Non-deductible IRAs

How do you keep track of your basis in a

non-deductible IRA?

IRS Form 8606 provides away of track-
ing your IRA basis from year to year. If
you set up a non-deductible IRA, the
IRS requires you to file Form 8606 each
year with your return to track the contri-
butions that are non-deductible and
hence would represent a return of ba-
siswhendistributed. The form requests
the following information:
= Non-deductible contributions for the

year,

= The amount of distributions from IRAs
for the year;

» The excess (if any) of (a) the amount
of non-deductible contributions for
all preceding taxable years, over (b)
the amount of distributions from IRAs
that were excluded from gross income
for such taxable years; and

= The balance of all IRAs of the indi-
vidual as of the end of the taxable
year.

If this information is not provided,
then all IRA contributions are consid-
ered to have been deductible and,
therefore, are taxable as income upon
withdrawal from the IRA. There is a $50
penalty for failure to report the required
information, and a $100 penalty for
overstating the amount of designated
non-deductible contributions—unless
you can show that the error was due to
reasonable cause.

When withdrawing from deductible and
non-deductible IRAs, how do you deter-
mine how much comes from each?

The amount included in your income
is determined by subtracting from the
amount of the IRA withdrawal an
amount that bears the same ratio to
the amount withdrawn as your total
non-deductible IRA contributions bear
to the balance of all IRAs. The formula
for determining the non-taxable por-
tion of an IRA distribution is:

Total non-deductible

contributions « A
Total of IRA account distri-
halances plus amount  butions
of IRA distributions

— Non-taxable portion
of distribution

Transfers/Rollovers

What'’s the difference between a transfer
and a rollover?

The law allows for two types of IRA
transfers. The first is known as a direct
trustee-to-trustee transfer; the second
is known as a rollover. Much of the
confusion on this issue arises because,
in IRS lingo, these are both technically
considered to be “rollovers.” However,
in a trustee-to-trustee transfer (also
known as a direct rollover), you never
get your hands on your IRA funds; in-
stead you tell the institution that main-
tains your IRA to send the funds in your
account to an IRA at a second institu-
tion, or you are sent a check made out
to the second institution. Either way,
you don’t get your hands on the money
because there is no check made out to
you.

You can transfer your IRA in this way
as many times as you like during the
year. Likewise, you won't be hit with a
penalty if you shift funds from one in-
vestment vehicle to another within the
same institution again, as long as you
never withdraw the money yourself. In
other words, if you maintain an IRA at a
financial institution that offers a num-
ber of investment vehicles, you may
shift funds from one vehicle to another
within that institution as many times as
you choose, without penalty.

The rules are different for a non-
direct rollover IRA. In this case, you
actually withdraw your money from
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your IRA and deposit it in another IRA
account. The key distinction is that the
money is, at least temporarily, in your
possession. You have only 60 days to
deposit your money into another IRA.
If you miss the 60-day deadline, the
IRS will assume you've made a with-
drawal and tax you currently on the
amount, and you will not be able to put
the money back into the IRA. You may
also pay a 10% early withdrawal pen-
alty on the amount you've withdrawn if
you are not yet 59%.

Furthermore, you may withdraw your
money and roll it over into another IRA
only once in a 365-day period. The 365-
day rule applies separately to each
IRA. You can avoid this whole problem
by using a trustee-to-trustee transfer,
in which you instruct your IRA trustee to
forward your funds to another IRA
trustee. In this way, you never have
“touched” the money, therefore, the
365-day rule does not apply.

How do you avoid withholding on your
retirement plan proceeds when you change
jobs?

In order to avoid withholding at a
mandatory 20% rate, you must roll over
the entire distribution from your old
employer’s plan either into a rollover
IRA or your new employer’s plan, if that
is permitted by the plan. But remem-
ber, there are two ways that you can
roll a distribution over into an IRA. The
firstway isto actually receive the money
and within 60 days deposit that money
into an IRA; the second way is a direct
rollover (trustee-to-trustee transfer)
where your company plan trustee sends

the money directly to your IRA and you
never get your hands on the money. If
you choose to receive the funds your-
self, the law requires your employer to
withhold 20% of your distribution for
federal taxes. So if you have a $50,000
lump-sum distribution, the amount you
receive will only be $40,000 ($50,000
less the 20% withholding of $10,000,
which will be sent to the IRS). Thus,
you will only have $40,000 to roll over.
If you don't come up with the addi-
tional $10,000 out of your own pocket
and putitinto the IRA, then that $10,000
will be considered a taxable distribu-
tion, even though part of it may be
refunded to you when you file your tax
return. And it might also be subject to
a 10% penalty if you received your
distribution before you are 59%.

According to the IRS, a direct rollover
may be accomplished by any reason-
able means of direct payment, includ-
ing a wire transfer or the mailing of a
check to the eligible retirement plan. If
the payment is made by wire transfer,
the wire transfer must be directed only
to the trustee of the eligible retirement
plan. If payment is made by check, the
check must be negotiable only by the
trustee of the eligible retirement plan
and should be addressed as follows:
“[Name of the trustee] as trustee of
[name of eligible retirement plan].”
For example, if the name of the IRA is
“Individual Retirement Account of John
Doe” and the name of the trustee is
“ABC Bank,” the payee of the check
should read “ABC Bank as trustee of
Individual Retirement Account of John
Doe.”

Table 2.
Tax Qualified Plans

(If you participate in one of these types of plans, you are an “active participant.”)

* Qualified pension, profit-sharing, or stock bonus plans, including Keogh plans

* 401(k) plans
« Simplified employee pension plans (SEPs)

* Retirement plans for federal, state, or local government employees
* Tax-sheltered annuities for public school teachers and employees of charitable organizations
* Deferred compensation plans for state employees

* Collectively-bargained (union) plans
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If the plan is not an IRA, the payee
line of the check need not identify the
trustee by name and may read “Trustee
of the XYZ Corporation Savings Plan for
benefit of John Doe.”

If you roll your retirement plan assets
over, when does the 60-day time period
begin?

It depends on whether you are mak-
ing a direct rollover or you actually re-
ceive the money. Ifitisa directrollover,
the 60-day rule does not apply be-
cause distribution and rollover are con-
sidered to be simultaneous. However,
if you receive the money, the 60-day
period begins on the date the distribu-
tion is received. IRS has held that if a
distribution is received in more than
one payment, for purposes of the 60-
day rollover period you are deemed to
have received all distributions on the
day the last payment is received.

What if there is a delay in receiving the
proceeds of a direct rollover—can other
money be used to set up a new account?

Generally, this would not be a prob-
lem since the 60-day rule does not
apply. However, the administrator of
the plan will only be liable if you pro-
vide adequate information and it fails
to make arollover. The administrator is
not required to verify independently
the accuracy of information, as long as
it is not clearly erroneous.

To avoid liability, the plan adminis-
trator must have been furnished with
the name of the IRA or qualified plan to
receive the distribution; a representa-
tion that the recipient plan is an IRA, a
tax-sheltered annuity, or a qualified
plan; and any information necessary to
permit the plan administrator to ac-
complish the direct rollover (i.e., the
name and address of the recipient
trustee).

When receiving lump-sum distributions
from an employer, can an individual take
a partial distribution and roll the remain-
der over?

Yes, but the part of the lump-sum
distribution that is not rolled over is
subject to regular income tax in the
year received, as well as a 10% early
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withdrawal penalty if you are not yet
age 59% (or 55 in the case of the early
retirement from the employer).

Withdrawals

When can withdrawals begin prior to age
59%: and not be subject to the 10% pen-
alty?

In general, the IRS allows distribu-
tions from IRAs and employer-spon-
sored plans free of the 10% penalty
when the distributions:

« Follow the death of the owner;

= Follow the disability of the owner; or

= Represent payments from a series of

“Substantially Equal Periodic Pay-
ments,” lasting for a period of at least
five years, but in no event ending
before age 59%. (For more on this
method, see the August 1995 Retire-
ment Plans column.]

In addition, distributions from an
employer-sponsored plan may avoid
the 10% penalty if the distributions:
* Are made to an individual who re-

tired during the year he or she turned

55, or any time thereafter;

« Are for medical expenses exceeding
7.5% of adjusted gross income;

« Are payments to an alternate payee
resulting from a court ordered “Quali-
fied Domestic Relations Order”
(QDRO).

In addition, any amount subject to
the 15% excess distribution tax will not
also be subject to the 10% early distri-
bution rate.

How do you make an early withdrawal
from an IRA? Can you take a partial
withdrawal or do you have to withdraw
the entire IRA?

There is no formality to taking an
early IRA withdrawal—you simply with-
draw what you need, when you need it,
and if you can't find an exception to fit
under, pay the penalty with the filing of
your Form 1040 tax return.

How is the 10% penalty assessed? Is it
before income taxes or after income taxes?
If before income taxes, can you deduct the
penalty before assessing the income tax?

The 10% penalty for early withdrawal
is calculated using IRS Form 5329. The
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full amount of the distribution is sub-
ject to both the income tax and the
excise tax; i.e., no deduction against
either tax is allowed.

For example: You take $2,000 from
your IRA before 59% and do not meet
any of the criteria for avoiding the pen-
alty. If you are in the 28% tax bracket you
will pay:

Income Tax  $560 (28% > $2,000) 28%
Excise Tax  $200 (10% x $2000) 10%
Total Taxes  $760 38%

Age 70% and the
Minimum Distribution Rules

If you have several IRAs, can the required
minimum distribution for all be with-
drawn from just one IRA?

Yes, the rules only require that the
total needs to be withdrawn for the year.
However, if your IRAs have different
beneficiary designations or life expect-
ancy calculation options, you should
distribute the appropriate amount from
each different “set” of IRAs.

What plans must be included in calculat-

ing minimum distributions?

In determining the amount of your
minimum required distribution, you
must include the following in your cal-
culation:
= Any and all company-sponsored quali-

fied plan assets (e.g., 401(k), profit
sharing, pension lump sums, etc.)
other than those that are being paid
out as a life annuity (i.e., pension
payments). These payments must
start no later than the minimum dis-
tribution date.

« All IRA balances, including contribu-
tions that did not provide a tax de-
duction (non-deductible IRA contri-
butions discussed earlier).

= Tax-sheltered annuities and certain
commercial annuities are included in
the minimum distribution calculation
to the extent that they have not been
annuitized. Tax-sheltered annuities
are essentially employer provided
plans where the employer is a non-
profitorganization under Internal Rev-
enue Code Section 501(c)(3) or a pub-
lic school. Certain types of commer-

cial (insurance company) annuities
may also be included if they have
not yet been annuitized.

 Certain insurance company endow-
ment contracts.

Can you continue to contribute to an IRA
after age 70v2?

No, you may not make any deduct-
ible qualified plan/IRA contributions
the year you turn 70%, or any year
thereafter.

Naming Beneficiaries

What are some ‘simple’ guidelines for

naming beneficiaries?

This a very complex area that we
addressed this year in some detail in
the April and June issues of the AAlI
Journal. However, here are some guide-
lines to think about.

Naming a surviving spouse as ben-
eficiary may be necessary if the assets
are required for support. This also can
provide numerous benefits:

» These assets are not subject to es-
tate tax at the death of the first
spouse to die.

» These assets can avoid the excess
accumulations tax penalty if an elec-
tion is made on the estate tax return
and at least 99% of all assets subject
to the penalty are transferred to the
spouse.

e The surviving spouse may roll the
proceeds into a new IRA, with the
survivor becoming the designated
owner.

Naming an estate or non-qualified
trust as beneficiary will require that
all assets be distributed, and income
tax paid, by December 31 of the fifth
year anniversary of the date of death,
if death is before minimum distribu-
tions are required to begin.

Naming non-spouse individuals can
provide an income tax benefit by al-
lowing those individuals to take an-
nual distributions (beginning the cal-
endar year following the date of death)
over their life expectancy as of the
date of death. Remember though, if
naming a young child or grandchild,
these rules only set a minimum on
distributions, not a maximum on dis-
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tributions allowed. This strategy does
not replace the need for a trust when
young or incompetent beneficiaries are
involved.

Naming a qualified trust specifically
setup to follow the regulations set forth
by the Treasury can provide many of
the same benefits as noted above for
both spouse and non-spouse benefi-
ciaries (in several instances, the IRS
has allowed spousal rollover rules to
apply in several Private Letter Rulings.
However, they have disallowed
rollovers in other rulings). The benefit
of using the trust is that you are able to
detail specific distributions and accu-
mulations guidelines which must be
followed.

If you are young, should you worry about
beneficiary designations?

Yes. The rules mentioned above gen-
erally apply whether you are 28 or 80.

Can you change beneficiaries?

Yes. Anytime prior to your required
minimum distribution beginning date,
you may change beneficiaries without
consequence. Your required beginning
date is April 1 of the year following the
year you turn age 70% (on which date
you could be age 70 or 71.) After that
date, you may change beneficiaries,
but you may not change minimum dis-
tributions during the life of the owner—
in otherwords, the distribution method
chosen at the required beginning date,
which may be based on the beneficiary
designation, is irrevocable and un-
changeable. However, unless the
change is the result of the death of the
initial beneficiary, a new beneficiary

with a shorter life expectancy will re-
quire minimum distributions to be ac-
celerated.

In the case of the death of the named
beneficiary at the required beginning
date, distributions will continue as if
the beneficiary had not died. However,
if the deceased beneficiary was the
spouse and his or her life expectancy
was being recalculated, then life ex-
pectancy will be treated as zero in
the years following the year of death.

Does the IRA beneficiary designation need
to be mentioned in your will?

No. Wills only affect assets passing
through probate. Beneficiary designa-
tions supersede anything your will
might dictate. Only if you designate
the estate as a beneficiary will your
estate planning documents apply.
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