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What is a SIMPLE-IRA plan?

A SIMPLE-IRA plan is a type of employer-sponsored retire-
ment plan. A SIMPLE-IRA has its own special features which
will make it attractive to some employers and unattractive to
others. The purpose of this brochure is to explain the basic
features of a SIMPLE-IRA plan. If you are an employee and not
an employer, you will still benefit from understanding how a
SIMPLE-IRA plan works. An employee may enjoy substantial
tax benefits by participating in a SIMPLE-IRA plan. The main
reason is — an employee is allowed to save for retirement and
receives substantial tax benefits as an incentive to do so.

Why would an employer and its employees want
to have a SIMPLE-IRA?

There are five reasons to establish a SIMPLE-IRA Plan:

1. An employee can save for retirement by making elective
deferrals. And also lower his or her current taxable income.

2. An employer is allowed to deduct the cost of these elective
deferrals and its matching contributions. And the employer
may be eligible to claim a tax credit.

3. Interest or the other investment income earned on the SIM-
PLE deferrals is sheltered from federal and most state
income taxes while in the SIMPLE-IRA.

4. Due to the effects of compounding, the SIMPLE-IRA funds
can grow into a sizable nest egg for retirement.

5. Administrative and legal costs are generally substantially
less than would be incurred under a qualified plan.

What is the basic concept of the SIMPLE-IRA
retirement plan?

A SIMPLE is a simplified version of a 401(k) plan. The basic
concept is that an employee/participant is eligible to con-
tribute his/her own funds from his/her payroll or bonus, and
that the employer will make matching contributions. Limits
exist as to how much the employee may contribute (i.e. elec-
tively defer), and there are limits as to the matching contribu-
tion the employer must make. An employee may elect to defer
an amount not to exceed the amount set forth in the following
chart:

Tax Younger Age 50
Year Than Age 50 or Older
2019 $13,000 $16,000
2020-2021 $13,500 $16,500
2022 $14,000 $17,000
2023 $15,400 $19,000

2024 $16,000 $19,500



An employee is not eligible to defer more than this chart
indicates or more than his or her compensation.

The amount which an employee defers must be expressed
as a percentage of compensation.

May a sole proprietor establish a SIMPLE-IRA
plan?

Yes. A sole proprietor may establish a SIMPLE as long as the
rules discussed above are satisfied. When a self-employed
individual sponsors a SIMPLE, he or she is considered to be
both the employer and an employee.

If you are self-employed, you are allowed to make an elec-
tive deferral up to the maximum permitted without regard to
any “percentage of compensation” as is common with profit
sharing and SEP-IRA plans. You are, however, not allowed to
defer more than the lesser of: your net earnings or the applica-
ble annual limit.

Why do some small employers like SIMPLE-IRA
plans rather than profit sharing or SEP-IRA
plans?

In many cases, the cost of contributing for employees is less
under a SIMPLE-IRA than it is if the employer sponsors a profit
sharing or SEP-IRA plan. In general, the employer with a SEP-
IRA must contribute the same percentage of compensation for
the other employees as he or she contributes for himself or
herself, whereas the maximum contribution for an employee
under a SIMPLE-IRA plan is 3% of his or her compensation.

Why do some small employers like SIMPLE-IRA
plans rather than 401(k) plans?

The administrative costs of 401(k) plans can become expen-
sive, since there is the requirement to file the annual Form
5500. In addition, there would not be as many fiduciary con-
cerns with the SIMPLE-IRA as with the 401(k) plan since each
employee chooses how to invest the SIMPLE-IRA contribu-
tions within his or her own SIMPLE-IRA.

What businesses or employers may establish a
SIMPLE-IRA Plan?

To be eligible to have a SIMPLE, an employer must meet two
requirements. First, an employer will be eligible if it employed
100 or fewer employees on any day during the year who
earned $5,000 or more in compensation from the employer
during the year. Second, the employer (or any predecessor



employer) cannot currently maintain, during any part of the
calendar year, another Qualified Plan. For these purposes, a
Qualified Plan includes a qualified retirement plan, a quali-
fied annuity plan, a governmental plan, a tax-sheltered annu-
ity, and a SEP to which contributions were made or benefits
were accrued, for service in the calendar year.

Must an employee make an elective deferral
each year?

No. The employee has total discretion whether or not to make
a contribution each year.

What is the cost to the employer?

The employer will be required to make its matching contribu-
tions or its nonelective contribution and administrative costs.
SIMPLEs have relatively few government reporting require-
ments, and therefore, lower administrative costs.

What contributions does the employer make?

The general rule is, the employer will make a matching con-
tribution of a person's elective deferral contributions up to 3%
of compensation. Rather than making a matching contribu-
tion an employer on an annual basis can decide to make a 2%
of compensation nonelective contribution for each employee
who is eligible to participate and who has at least $5,000 of
compensation for the current year regardless if an employee
makes an elective deferral. If certain rules are met, in some
years the employer may lower its matching rate to be 1% of
compensation or 2% of compensation.

What is the tax treatment of contributions?

Contributions by an individual to his or her SIMPLE-IRA are
excludable from the individual’s gross income.

The employer will be able to deduct both its elective defer-
ral contributions and its matching contributions. With respect
to the employee elective contributions, a deduction for the
employer is allowed only if the contributions are made by the
due date (including extensions) of the employer’s tax return.

The rules do allow the employer to make contributions
after the end of the year if they are made on account of such
taxable year and are made not later than the time prescribed
by law for filing the return for such year (including exten-
sions). The employee’s elective contributions are to be treated
as wages for employment tax purposes. That is, these elective
deferrals will be subject to social security and medicare taxes.



The employer’s matching contribution will not be subject to
such taxes.

The income earned by the contributions will not be taxed
until a distribution occurs.

An employee is always 100% vested in any contribution to
the SIMPLE account.

An employee who makes an elective contribution to a SIM-
PLE account will be an active participant for IRA deduction
purposes.

How does an employer establish a SIMPLE-IRA plan?

The employer must execute a written plan document that
meets the requirements of Internal Revenue Code section
408(p). Normally an employer will do this by either signing
the IRS Model Form 5305-SIMPLE or Form 5304-SIMPLE. The
employer must furnish each eligible employee with a
Summary Description. Each employee during a 60-day elec-
tion period will decide if he or she will make elective defer-
rals. The employer must also then have each eligible employ-
ee establish his or her own SIMPLE Individual Retirement
Account (SIMPLE-IRA).

What employees must an employer cover in
order to have a SIMPLE-IRA plan?

In general, a SIMPLE has a maximum two-year participation
requirement. Any employee who was paid at least $5,000 in
compensation by the sponsoring employer during each of the
preceding two years, and who is reasonably expected to
receive at least $5,000 in compensation during the “upcom-
ing” year, must be eligible to participate in the SIMPLE for the
upcoming year. Note that under this plan it is the amount of
compensation which will determine eligibility and not hours
of service or age. Thus, under a SIMPLE, an employee must be
eligible to make his or her elective deferrals and also to
receive the mandatory employer matching contribution. An
employer will be able to choose to exclude nonresident aliens
and employees covered under a collective bargaining agree-
ment. Compensation for an employee is defined to be the sum
of his or her Form W-2 compensation plus any elective defer-
ral amount. Self-employed individuals can participate in a
SIMPLE. Compensation for a self-employed individual is
defined to be his or her net earnings without regard to any
contribution under the SIMPLE.



What is the tax treatment of distributions?

Distributions will be taxed under the rules generally applica-
ble to IRA distributions. That is, the distribution must be
included in income and taxed. Distributions prior to age 59’
will generally be subject to the 10% excise tax. However, a
25% tax will be imposed, rather than the 10% tax, if there is a
withdrawal of contributions within the two-year period commenc-
ing on an employee’s participation in the SIMPLE, unless the indi-
vidual qualifies to use one of the exceptions (disability, death, etc.)

What is the tax credit for startup costs with
respect to a SIMPLE IRA plan?

An eligible employer may be able to claim a tax credit of up
to $5,000, for three years for the ordinary and necessary costs
incurred when starting a SIMPLE IRA plan. This includes
expenses for setting up and administering the plan and the
expenses related to educating the employees about the plan.
The credit can be claimed for each of the first three years of
the plan. It is possible to claim the credit in the tax year before
the tax year in which the plan becomes effective.

The credit is 50% of the eligible start-up costs, up to the
greater of $500; or the lesser of $250 multiplied by the num-
ber of NHCEs who are eligible to participate in the plan or
$5,000.

An employer is eligible for this credit if three requirements
are met. The employer had 100 or fewer employees who
received at least $5,000 in compensation in the preceding
year. There is one plan participant who is a non-highly com-
pensated employee (NHCE). In the three tax years before the
first year the employer is eligible for the credit the employer
did not sponsor another retirement plan which covered essen-
tially the same employees.

Section 102 of the SECURE 2.0 Act enacted in December
of 2022 sets forth substantial new tax credits available to cer-
tain eligible employers. You will want to discuss these new tax
credits with your tax advisor because they are beyond the
scope of this brochure. These new credits do not apply to a
one-person plan.

What is the tax credit for auto-enrollment?

An employer who adds an auto-enrollment feature to the plan
is eligible to claim a tax credit of $500 per year for 3 tax years
commencing with the first year the auto-enrollment feature is
added and available.



What administrative rules will apply to the elec-
tive deferrals?

An employee will use the 60-day period before the start of any
year to decide to what extent he or she will make elective
deferrals during the upcoming year, or change prior instruc-
tions. Prior to this 60-day period, the employer will inform the
employees what its matching rate will be for the upcoming
year.

A plan may be permitted to be written to allow a partici-
pant to increase or decrease his or her deferral instruction dur-
ing the year, but the plan need not permit this. However, a
participant must have the right to stop his or her elective
deferrals at any time. Once a participant stops his or her elec-
tive deferrals, the plan may be written to not allow elective
deferrals to start again until the next year.

Who is responsible to administer the SIMPLE?

The sponsoring employer is responsible for the SIMPLE
administration. The employer may well need to consult with
its tax and legal advisor. A financial institution’s general role
is to serve as the depository and not as the plan administrator.

When must employer contributions be made?

Employer matching contributions must be made by the
time its tax returns for the year are filed.

The Internal Revenue Code provides the rule that an
employer must contribute an employee’s elective contribu-
tions to his or her SIMPLE-IRA not later than 30 days after the
month-end in which they are made. The Department of Labor
(DOL) has a regulation which it believes applies to SIMPLE-
IRA plans in addition to the rule set forth in the Internal
Revenue Code. Such elective contributions must be segregat-
ed as of the earliest date the employer can reasonably segre-
gate them from its general assets. The DOL has created an
optional safe harbor — there is deemed compliance as along
as such contributions are deposited no later than the 7th busi-
ness day following the day on which such amount is received
by the employer.

What rollover rules apply to SIMPLE-IRAs?

If a person receives a distribution (i.e. the check is made
payable to the SIMPLE-IRA accountholder) of all or a part of his
or her SIMPLE-IRA, he or she can redeposit the funds into a
SIMPLE-IRA without being taxed on the receipt of the funds.
The standard IRA rollover rules apply. These are: the rollover



must be completed within 60 days, only one IRA distribution,
including a SIMPLE-IRA distribution, may be rolled over within
a 12-month period and a required distribution is ineligible to
be rolled over.

If a SIMPLE-IRA participant has met the 2-year requirement
as set forth in Code section 72(1)(6), then he ,or she may roll
funds into or out of a SIMPLE-IRA into or out of another qual-
ifying plan such as a 401(k) plan or a traditional IRA.

May SIMPLE-IRA funds be transferred to another
SIMPLE-IRA or a standard traditional IRA?

Yes, but a transfer to a traditional IRA is only permissible if the
transfer occurs after the 2-year rule has been met.

What reports will the trustee (i.e. the financial
institution) be required to prepare to comply
with IRS and ERISA rules?

At least once a year the trustee must furnish a report. Within 31
days after the end of each calendar year (i.e. by January 31),
the trustee must furnish each participant a statement showing the
SIMPLE account balance as of December 31 of such year and the
activity for such account during the preceding calendar year. The
trustee must generally furnish the sponsoring employer a sum-
mary description in September of each year.

What reports must the employer prepare for the
IRS and for ERISA purposes?

The employer must notify each employee of his or her eligi-
bility to make elective deferrals immediately before the
employee becomes eligible to make the election and then
annually thereafter. That is, the employer must give notice to
the employee before the 60-day election period commences.
The employer’s notice must contain a copy of the summary
description furnished by the trustee.

How does ERISA apply to a SIMPLE retirement
account?

Only simplified reporting will be required under ERISA. Thus,

there is no Form 5500 or any similar form to be completed.
An employer who sponsors a SIMPLE will not be subject to

any fiduciary liability when the employee or a beneficiary

exercises control over the assets in his or her own SIMPLE

account.

The information provided in this brochure is not intended to be legal or tax

advice. You should consult your attorney or tax advisor for information that
relates to your specific circumstances.
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