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Many Benefit From Exceptions to the 
Pre-Age 59-1/2 Premature Distribution Tax 
Part One: Substantially Equal Periodic 

(Editor's Note : beginning i n this issue 
of The Pension Digest, we w i l l discuss 
the important topic of the 10% Penalty 
Tax for pre-age 59-1 / 2 I R A or qualif ied 
plan withdrawals—termed premature 
distr ibutions—and the various 
exceptions to this general rule. 

N o r m a l l y , any distr ibution from such 
a retirement p lan before age 59-1/2 will 
result i n this 10% penalty tax being 
imposed. But the Internal Revenue 
Code does a l low certain specific 
exceptions. Most—but not aU—are 
related to hardship, such as death, 
disability, or other unusual demands on 
an accountholder's resources. 

Part One, however, will consider one 
that is N O T related to hardship, the 
Substantially E q u a l Periodic Payments 
exception.) 

The Substantially Equal Periodic 
Payments exception is an option of choice 
for the I R A or qualified plan 
accountholder, assuming certain 
conditions are met. It need not be related 
to death, disabUify, or any other event 
that one associates wi th a premature need 
for access to retirement assets. This makes 
it unhke most exceptions to the pre-59-
1/2 Premature Distribution surtax. 

A l t h o u g h it is speculative to make 
assumptions about the logic behind this 
provis ion of the Code, the Substantially 
Equal Periodic Payments exception does 
fol low the often stated theme of 
"retirement dollars for retirement 
needs." Tax-advantaged retirement plans 
were not envisioned as means for 

Payments 

b u i l d i n g estates, or for shifting 
income to avoid payment of 
taxes. They were given this status 
as a means to a l low taxpayers to 
better provide for their retirement. 

Premise for this Exception 

Under the Substantially Equal 
Periodic Payments guideli jies, 
distributions are to be made i n a 
series of essentially equal 
payments—annually or more 
frequently—over the life 
expectancy of the accountholder, ori 
the joint life expectancies of the 
accountholder and a beneficiary. 

Clearly such a d i s t r i b u t i o n — 
begun before age 59-1 / 2 — w o u l d 
extend its benefits throughout the 
accountholder's expected lifetime, and 
therefore their retirement years. This is 
certainly in keeping w i t h the spirit of the 
IRS "retirement needs" doctrine. 

Qua lifying for the Exception 

But there are very specific conditions 
that must be met in order for a 
distr ibut ion t o q u a l i f y as Substantially 
Equal Periodic Payments under IRS 
Code section 72{t)(2)(A) (iv): 

• the payment must be based on a 
calculation method that w o u l d be 
acceptable for calculating a normal 70-1 / 2 
m i n i m u m distribution required under 
section 401(a)(9)—determined by the life 
expectancy of the accovmtholder, or the 
joint and last survivor expectancy of the 
accountholder and their beneficiary. 

• or, payment may be based on amor­
tizing the account balance over a single or 
a joint life and last survivor expectancy, at 
a reasonable interest rate determined as 
of the date that payments begin. 

For-exam.ple: A 50-y«ar-old w i t h an 
account balance of $100,000, w o u l d 
receive $8,679 per year over 33.1 years, if 
his or her begimiing balance were 
amortized at an 8% interest rate. 

• or, payment may be based on an 
annuity factor, w h i c h is derived from a 
"reasonable" mortaUty table, using a 
"reasonable" interest rate as determined 
on the date that payments begin. The 
annuity factor calculation can be based on 
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IRS Issues New 
Nondiscrimination Regulations 

In M a y the IRS issued four sets of 
proposed regulations affecting a l l 
qualif ied plans. W h e n considered 
together, they define w h e n a p lan w i l l or 
w i l l not be gui l ty of discr iminat ing i n 
favor of h ighly compensated employees. 
In general, the regulations are proposed 
to be effective for plan years beginning 
on or after January 1,1991. 

This extended amendment date gives 
p lan sponsors a reasonable period i n 
w h i c h to amend qual i f ied plans, if 
necessary. In general, these proposed 
regulations w i l l not require prototypes 
to be revised. The IRS has stated that 
taxpayers may rely on these proposed 
regulations for guidance pending 
issuance of the f inal regulations. If future 
regulations are more restrictive, then 
such guidance w i l l be appl ied without 
retroactive effect. 

Perhaps not surprisingly, a special 
deadline exists for governmental plans. 
They are deemed to comply w i t h the 
rules for p lan years beginning on or 
before 1-1-93. Governmental entities 
apparently need more time to comply 
than private employers. 

For 1989 and 1990 the IRS is pr imar i ly 
looking for reasonable attempts at 
compliance w i t h nondiscr iminat ion 

principles. That is, the 
plan must be 

operated i n 
accordance w i t h 

a reasonable, 
good faith 
interpretation 
of the require­
ments of section 
401(a)(4). This 

is determined on the basis of facts and 
circumstances. The IRS has indicated that 
they w i l l be skeptical of an employer 
w h o always decides every unresolved 
issue in favor of the highly compensated. 
If the plan is operated for 1989 and 1990 
i n accordance w i t h the proposed 
regulations, there is deemed compliance. 

General Rule 

The first set of proposed regulations 
covers Internal Revenue Co de section 
401(a)(4) and the average benefit 
percentage test of 410(b). 

Section 401(a)(4) says that pension 
plans must not discriminate i n favor of 
highly compensated employees. This 
rule is tested as a percentage of 
compensation, w h i c h means that the 
absolute dollar amount can be greater 
for a h ighly compensated employee as 
long as these employees don't receive a 
larger percentage of pay except as 
permitted by the integration rules. 

Al though Code section 401(a)(4) has 
existed for a long time, this is the first time 
the IRS has issued regulatory guidance on 
nondiscrimination i n plan benefits and 
contributions. The IRS has rightly 
concluded that its lack of a clarifying 
regulation has resulted i n some plans 
being aggressively designed to benefit the 
I i igMy compensated employees. 

The other three sets of proposed 
regulations cover: (1) section 
401(a)(26)—the m i n i m u m participation 
rules; (2) section 414(s)—the definit ion of 
compensation; and (3) miscellaneous 
sections 401(a)(17), 401(k), 401(1) 401(m) 
and 410(b). 

Compliance by Plan Design 

The IRS has adopted the 
approach in each of the 
proposed regulations that 
most plans w i l l be able to 

comply w i t h the 
nondiscr iminat ion 
rules on the basis of 

p lan design (i.e. 
look to the plan 

document) rather than 
making calculations based 
on i n d i v i d u a l employee 
data. 

To determine compliance w i t h 
401(a)(4), the IRS has come u p w i t h 
seven safe harbors for the various types 
of plans (profit sharing, money 
purchase, uni form benefit pension plans, 
flat benefit plans, etc.) to determine if the 
contributions or benefits are 
nondiscriminatory. For example, a profit 
sharing or money purchase plan w h i c h 
provides a l l participants w i t h the same 
percentage of compensation or the same 
percentage as modif ied by the permitted 
disparity rules, automatically passes the 
nondiscr iminat ion requirement. 

If one of the safe harbors is not met, 
then the plan sponsor must determine if 
the general rule is met. That rule is that a 
h ighly compensated employee cannot 
have an allocation or accrual rate greater 
than the rate for any non-highly 
compensated employee, except i n 
accordance w i t h the permitted disparity 
rules (i.e. integration w i t h social 
security). The proposed regulation then 
provides options to show that a p lan 
does not discriminate—such as 
converting contributions to benefits or 
vice versa, or restructuring the plan. 
These options, however, are complex 
and are beyond the scope of this article. 

Nondiscriminatory Benefits, 
Rights and Features 

The 401(a)(4) regulation contains 
nondiscr iminat ion rules other than just 
the rule that the contributions or benefits 
must be nondiscriminatory. The 
"benefits, rights and features" of a p lan 
must also be nondiscriminatory. For 
example, if a h ighly compensated 
employee has the right to receive a l u m p 
sum distr ibution, self-direct his or her 
investments, etc. so too must non-highly 
compensated participants. The rule is 
that such rights must be available to a 
nondiscriminatory group of employees. 
E v e r y employee n e e d n o t be o f f e r e d a 
certain benefit or right. The rule is that 
the optional form of benefit or right 
must be available to a group of 
employees that satisfies either the ratio 
percentage test of 410(b)(1)(B) or the 
nondiscriminatory classification test of 
410(b)(2)(A)(i). 

This proposed regulation eliminates 
the existing requirement that the average 
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benefit percentage test must also be 
satisfied. Thus, for example, the test is 
met for a given right if the percentage of 
non-highly compensated employees to 
w h o m a right is available, is at least 50 
percent of the percentage of highly 
compensated employees to w h o m the 
right is available. This percentage w i l l 
decrease as the percent of non-highly 
compensated employees increases. 

The 401(a)(4) regulation also contains 
the requirement that the effect of the 
p lan i n certain special circumstances 
must be nondiscriminatory. The special 
circumstances include p lan 
amendments, grants of past service 
credit, and p lan terminations. Thus, p lan 
amendments, grants of past service 
credit, and p lan terminations must not 
have the effect of discr iminat ing i n favor 
of h ighly compensated employees. For 
example, a safe harbor is p r o v i d e d for 
grants of u p to 5 years of past service 
credit, w h i c h is automatically deemed to 
be nondiscriminatory. A grant of more 
than 5 years is not necessarily 
discriminatory, but must be reviewed to 
see if it is. Thus it is not granted safe 
harbor status. 

The proposed regulation requires 
separate nondiscr iminat ion testing for 
former employees versus current 
employees. However , a p lan w h i c h has 
no former employees currently 
benefiting is deemed to satisfy section 
401(a)(4) w i t h respect to the amount of 
contributions or benefits provided to 
former employees. 

Implementing the Average 
Benefit Percentage Test 

This proposed regulation also 
contains the rules implementing the 
average benefit percentage test of section 
410(b). A plan sponsor w i l l need to 
determine if it can meet this test whe n it 
does not meet the tests of Code section 
410(b)(1)(A) or (B). These tests are hard 
to meet, so many plan sponsors w i l l 
need to look to the average benefit 
percentage test. 

Paragraph (A) requires the plan to 
cover 70% of a l l nonhighly compensated 
employees. Paragraph (B) requires that 
the percentage of benefitted employees 
w h o are not h ighly compensated is at 
least 70% of the percentage of those 
h ighly compensated employees 
benefiting under the plan. 

The IRS states that the proposed 
regulations have been designed to 
simplify the calculations required to 
determine whether a plan satisfies the 
average benefit percentage test. This may 
be true, but the rules are still complex. 

In order to meet this test, the benefits 
provided to nonhighly compensated 
employees under a l l plans of the 
employer must generally be at least 70% 
as great, on average, as the benefits 
provided to the employer 's highly 
compensated employees. Note that a 
separate percentage must be calculated 
for each employee and then a separate 
average must be made for the employees 
w h o are non-highly compensated and 
for those w h o are h ighly compensated. 

Non-Qualified Consequences 

The proposed regulation also 
discusses the consequences w h i c h w i l l 
result if a p lan fails to be "qual i f ied . " 
The IRS has never l iked the end result 
that the statutory language seems to 
stipulate. U n d e r C o d e section 402(b)(2), 
the general rule is that a p lan w h i c h fails 
to "qua l i fy" is to have the tax-exempt 
status of the earnings revoked (i.e. the 
earnings become taxable), the employer 
deductions for contributions may be 
deferred or el iminated, and al l 
employees must include i n income the 
vested contributions pursuant to Code 
section 83. The IRS has never l iked the 
fact that al l employees—including the 
non-highly compensated—must include 
the vested amounts in income. 

However , a special rule applies if the 
failure to qualify is due to failure to 
satisfy Code section 401(a)(26) or 410(b). 
The consequence i n this situation is that 
the highly compensated employees must 
include i n income an amount equal to 
the vested amount not yet inc luded in 
income, but no adverse tax consequences 
are imposed on the non-highly 
compensated employees. The IRS has 
always l iked this result. 

The IRS has n o w extended this 
treatment to al l disqualifications and not 
just those due to 410(b) and 401(a)(26). 
The IRS' rationale is that the " u n i f o r m 
approach" should prevai l . Therefore, 
any failure to satisfy section 401(a)(4) 
should be seen as a failure to satisfy 
410(b) and thus the 410(b) penalties w i l l 
apply. Obviously , the IRS has done some 
interpretive gymnastics but most 
employers are not going to argue, since 

the IRS is being more lenient than the 
l a w requires. 

Minimum Participation Rules 

The second set of proposed 
regulations discusses the m i n i m u m 
participation rules of section 401(a)(26). 
The IRS made monumental pol icy 
changes in its proposal , w i t h d r a w i n g a 
prior proposed regulation, and inserting 
a new one. 

The m i n i m u m participation rule 
applies separately to each qualif ied p lan 
of an employer A plan generally 
satisfies section 401(a)(26) for a plan year 
if the p lan benefits the lesser of: 50 
employees of the employer, or 40 percent 
of the employees of the employer. 

The IRS views 401(a)(26), 401(a)(4) 
and 410(b) as an integrated trio of rules 
designed to ensure that a plan does not 
impermissibly discriminate i n favor of 
the highly compensated employees. 
Primari ly, 401(a)(26) was enacted to l imit 
the extent to w h i c h an employer is able 
to design different benefit formulas for 
different employees, in order to 
maximize benefit disparities i n favor of 
h ighly compensated employees. 

The prior proposed regulation 
exercised a statutory grant of approval 
w h i c h a l lowed the IRS to require any 
separate benefit structure (i.e. any 
difference in benefits, rights and 
features) to separately meet the 50/40 
test. The new proposed regulation 
removes this requirement, as the new 
401(a)(4) rules w i l l cover this concern. 

In the new proposed regulation a plan 
may satisfy section 401 (a)(26) on a single 
day i n a p lan year (rather than each 
day), as long as the day selected is 
reasonably representative of the 
employer 's workforce and the plan's 
coverage. 

No Aggregation 

Section 401(a)(26) applies separately to 
each plan of an employer. Thus, plans 
may not be aggregated to comply w i t h 
401(a)(26) even where the plans are 
identical in all respects or where the plans 
are treated as a single plan for purposes 
of section 401(a)(4) and section 410(b). 

Four Assumed 
Compliance Situations 

The proposed regulation creates four 
exceptions—four types of plans deemed 

Continued on page 4 
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Nondiscrimination—Continued from page 3 

to comply w i t h 401(a)(26), and so no 
further "testing" is necessary. 

The first exception is for a plan which 
does not currently benefit any employee 
or former eniployee w h o i s . a . h i g h l y 
compensated employee, as long as the 
p lan is not top-heavy. The pr ior 
regulation had imposed a f ive year look­
back rule; this rule has been el iminated. 

The second exception is for a mul t i ­
employer plan, or portion thereof, that 
benefits only employees included in a 
unit of employees covered by a collective 
bargaining agreement. Such a plan is not 
required to meet the rules of 401(a)(26). 

The third exception is for 
underfunded defined benefit plans. 

The fourth exception is for acquisitions 
and dispositions. Rules similar to those 
in section 410(b)(6)(C) apply in the event 
of an acquisition or disposition. 

Note that a plan w i l l meet the 50/40 
test if it provides benefits to the^requirjed 
number of employees. A plan also 
automatically satisfies the requirement if 
it does not currently benefit any 
employees or former employees. Thus a 
plan that has no contributions i n a given 
year remains quali f ied. 

Miscellaneous Regulations 

The third set of regulations deals wi th 
a number of topics found i n Code 
sections 401(a)(17), 401 (k), 401(1), 401(m) 
and 410(b)(6)(G) and 7805. 

Section 401(a)(!l7) provides an annual 
compensation l imit of $200,000 for each 
employee under a qualif ied plan. This 
$200,000 is adjusted annually for years 
after 1989. This l imit affects plans in a 
number of ways. First, the p lan cannot 
consider or use compensation i n excess 
of the l imit for allocation purposes. 
Second, compliance w i t h the 
nondiscrimination rules w i l l be 
determined by using Only that 
compensation not in excess of the 
current l imit . 

This-$20O;0GG applies to each separate 
plan, or each group of plans, that are 
treated as a single plan for purposes of the 
applicable nondiscrimination requirement. 
The proposed regulation does not address 
the effect to the family aggregation rules. 
This subject has been reserved. 

This proposed regulation also 
modifies the mult iple use l imitat ion 

under 401 (k) by m o d i f y i n g the aggregate 
l imit calculation. 

Compensa tion Definitions! Safe 
Harbors 

The fourth set of regulations are the 
temporary/proposed regulations which 
define compensation for plan purposes. 
The definit ion of compensation is 
important for testing compliance under 
415,401(a)(26), 401(a)(4) and 401(a)(17). 

A g a i n , the IRS gives some safe 
harbors that can be used. 

First, any definition of compensation 
automatically satisfies section 414(s) if it 
includes aU compensation within the 
meaning of 415(c)(3) and excludes aU other 
compensation. The definition of 
compensation for 415 purpose&isTongand 
complex, but it can be simimarized as 
requiring the inclusion of aU income which 
w i l l taxable to the employee (including 
reimbursements and allowances, etc), but 
excluding amounts which are excluded 
from income, and certain amounts realized 
from the exercise of a non-qualified or 
qualified stock option. 

Second, two types of W-2 income 
qualify for safe harbor treatment since 
they are deemed to comply w i t h section 
415(c)(3). Type one is P I C A wages as 
defined in- section 3121 (a) without regard 
for the wage base l imitat ion. Type two is 
wages as defined in section 3401(a) for 
purposes of income tax w i t h h o l d i n g at 
the source. 

The proposed regulation eUminates the 
abHit}' to use accrued compeasation for 
plan years beginning after 12-31-91. 
Compensation currently includible in 
gross income (i.e. the amount w h i c h has 
been paid) must be used. There is a de 
minimis rule that permits an employer to 
include in compensation amounts earned 
but not paid in a year because of the 
t iming of pay periods and paydays, as 
long as these amounts are paid dur ing the 
first few weeks of the next year. The de 
minimis exception can only be used on a 
uniform and consistent basis wi th respect 
to all similarly situated employees. 

The proposed regulation also 
modifies the alternative definit ion of 
compensation. This is another safe 
harbor. U n d e r this safe harbor 
alternative definit ion (the definit ion 
w h i c h most prototypes use), an 
employer may generally define 
compensation as inc luding regular or 

base salary or wages, plus commissions, | 
tips, overtime and other p r e m i u m pay, p 
and bonuses, excluding (even if | 
includible i n gross income) reimburse­
ments or other expense allowances, 
frixige benefits (whether cash or 
noncash), 'moving' expenses, deferred 
compensation and welfare benefits. 
Thus, m.ost forms of noncash compensa­
tion are excluded. 

If the plan provider does not wish to 
use a safe harbor, the proposed regulation 
promdes that any other definition of 
compensation satisfies section 414(s) if it is 
reasonable, does not by design favor 
highly compensated employees, and 
satisfies a nondiscrimination requirement. 
It w i l l be deemed nondiscriminatory if the 
average percentage of total compensation 
included under the alternative definition 
for the highly compensated employees 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 
non-highly compensated as a group. 

The summary above is intended to 
apprise you of the new antidiscri­
minat ion rules, and the basic concepts 
behind them. They are technical and 
complex. Yet their basic concepts must 
be understood if an employer 's p lan is to 
remain qual i f ied, and their employees 
are to continue receiving m a x i m u m 
benefits from their retirement plans. 

Update: Favorable 
Opinion Letters Now 
Expeeted Soon 

Last month's Pension Digest reported 
tliat the IRS determination—or "favor­
able opinion"—letters (which verify that 
qualif ied p lan prototypes meet C o d e 
regulations) had been delayed. The 
delay was due todi f f i cu l ty the IRS was 
having w i t h their computer program for 
processing and evaluating plans 
submitted on disk. 

After forecasting a potentially lengthy 
delay, it n o w appears that issuance of 
i a v o r a b l e o p i n i o n letters w i l l happen 
imminently. This is good news for a l l 
institutions that have adopted mass 
submitter plans. 

A l l C o l l i n W. Fritz and Associates 
prototype customers w i l l be notified 
immediately upon issuance of their 
favorable opin ion letters. 1 ^ 
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Pre-Age 59-1/2—Continued from page 1 

A N Y D I S T R I B U T I O N P E R I O D , as long 
as it is A T L E A S T A N N U A L L Y . For 
sxample, 

(1) If distributions are to be 
M O N T H L Y , the calculation requires 

d i v i d i n g the account balance by an 
annuity factor equal to the present value 
of an annuity of $1 PER M O N T I T , 
beginning at the accountholder's age 
reached i n the first distr ibution year, and 
continuing for life. 

(2) If distributions are to be taken 
A N N U A L L Y , then the account balance is 
d i v i d e d b y an annuity factor equal to the 
present value of an annuity of $1 P E R 
Y E A R ; again, beginning at the 
accountholder's age attained in the first 
distr ibution year, and continuing for life. 

S A M P L E C A L C U L A T I O N (using 
A N N U A L distributions, as i n (2) above): 

A 50-year-old i n d i v i d u a l has an 
account balance of $100,000. U s i n g one 
of the several acceptable n\ortality tables 
(in this case the UP-1984 table), and 
factoring in an 8% interest rate, the 
annuity factor w o u l d be 11.109. The 
annual distribution is then determined 

y d i v i d i n g the $100,000 account balance 
Dy the annuity factor of 11.109: 

$100,000 
11.109 

= $9,002 annual distr ibution 

(The terms "reasonable mortality 
table," and "reasonable interest rate are 
somewhat vague. In the case of mortal i ty 
tables, several are acceptable. If y o u need 
assistance i n obtaining a usable mortal i ty 
table, send $10.00 for your copy to C o l l i n 
W. Fri tz and Associates, L t d . , P.O. Box 
426, Brainerd, M N 56401. O r c a l l 218--
828-0249.) 

Is the distribution 
schedule then irrevocable? 

Once an accountholder begins taking 
distributions under the Substantially 
Equal Periodic Payments method, must 
this distr ibution schedule be maintained 
forever? The answer is " n o " . There are, 
however, penalties whose purpose is to 
ensure that this schedule is not 
flippantly altered by the accountholder 

Y O U M A Y N O T (without penalty) 
\lter the schedule of payments: 

(1) before age 59-1 / 2 , or 

(2) w i t h i n five years of beginning 
distributions. Thus an accountholder 

It's Official: 
Forms W-2P 
and 1099-R 
Combined 

I f t T f i D V O I D • CORRECTED 
Typ« Of machine pfiM PAYEFTS m 
ZIP coda 

sireei acWress,«», siaio, * « ] 

i 

•5191 

DlitiltKiliont From 
Peniloni, Annullle*, 

R » l i r « n n n t er 
2t Tuable amount 

i 

•5191 Pioflt-Sh«rln| P l i i u , 

Contracti. Etc. 
Za Taiabia amoun • Twal 

dislrbulbn • Copy A 
RHYER'S Fsderil tdumificaliwi RECIPIENTS IdenlKcation 

numbet 
3 Amoum in Boi 2a Fof Interrnl 

Revenue 
Setvlce Cf nter 

Type 01 rwcrtfw prim RECIPIENTS name f ^ - O l 
1 Ncl urrtEsliiDd Foi P*pe.wQ.k 

Redi>clion Act 
Holicc mO 

Elrfl̂ x »ddrBis IRAf 
SEP 

• 
8 Other 

% 

form, itt 
Inslructioni Ic 

for mi 1099, 
C«y,si>ie,.nd ZIP 00*1 aî -iribJion 
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r=.n 1099-R (Replaces Form W-2P) 

The December, 1989 issue of The Pension Digest reported the IRS was 
considering combining accountholder reporting Forms W-2P and 1099-R. In June, 
the combining of these forms was made official i n Announcement 90-79. The new 
form w i U first be used for 1991 reporting f i led i n 1992. 

Contrary to expectations, the form w i l l not carry both form numbers, but w i l l 
s imply be identif ied as F o r m 1099-R. D u e to space requirements resulting f rom the 
combination, there w i l l be two-per-page, rather than the current three. 

Additions to Form 

Based o n recommendations received d u r i n g a public coimnent per iod, several 
items have been added to the combined form. 

(1) Box 2b n o w has: 
(a) a checkbox for "taxable amount not determined." This was incorporated 

f rom F o r m W-2P, and was not formerly a part of F o r m 1099-R. 
(b) A "Total distr ibution" checkbox, to dist inguish a total f rom a partial 

distr ibution. 
(2) Loca l tax information is reported i n newly-added Boxes 12 and 13. 
(3) A d d i t i o n a l information can be recorded i n a newly-added blank box beneath 

the account number box. 

Methods of Submission 

Fihng w i t h the IRS is to be done i n either paper or magnetic media format, us ing 
the current threshold of 250 accounts as the determinant for required magnetic 
media f i l ing . In general, procedures that formerly appl ied to the "o ld" F o r m 1099-R 
ap p ly to this combined form. 

"Substitute" Statements Allowed ^ - ^ ^ 

Despite this being the n e w l y issued and accepted form, the IRS is a l lowing use 
of not only the official form, but also substitute forms that look Uke this one, for 
statements to recipients. 

(The D R A F T form reprinted here is subject to Office of Management and Budget 
(OMB) approval and change before f inal printing.) I Q 

could not begin receiving distr ibution 
payments under this exception at age 58, 
and then alter them after turning 59-1/2. 
H e or she w o u l d have to maintain the 
series of payments for five years, or face 
an IRS penalty. 

Penalty for Prematurely Altering 
Distribution Schedule 

The penalty for breaching either (1) or 
(2) above is a C U R R E N T - Y E A R T A X 
I N C R E A S E equal to the amount that 

w o u l d have been o w e d as tax (back to 
the year of first distribution) had the 
Substantially Equal Periodic Payments 
exception not existed, plus interest on 
this amount. This interest is calculated 
from the earliest point when the penalty 
w o u l d have been owed. 

Substantially Equal Periodic 
Payment Tracking by the IRS 

Forms 1099-R and W-2P are the 
vehicles for this distr ibution tracking. 

Continued on page 6 
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Pre-Age 59-1/2—Continued from page 5 

Note, however, that for 1990 
reporting, the reason codes for these 
distributions were changed. Code 
#2—which formerly was used to report 
ro l lovers— is n o w used to report A N Y 
distr ibution that qualifies as an 
E X C E P T I O N T O T H E PRE-59-1,/2 10% 
P R E M A T L ! R E D I S T R I B U T I O N T A X . 
Substantially Equa l Periodic Payments 
qualifies as one of these exceptions, and 
thus calls for a Code #2 checkoff. 

The Substantially Eq ua l Periodic 
Payment exception represents a ver\
important retirement plan distribution 
option for many accountholders. Be sure, 
however, that y o u and your customers 
are ful ly aware of its requirements, and 
that y o u administer and document this 
election properly if it is chosen. Ip 

Newsletter Survey Reminder 
Responses to The Pension Digest newsletter 

survey (sent out with your Inst issue) began 
returning within less than a week from mnilout date 
- very gratifying to say the least. Suroey cards are 
continuing to arrive, but responding to YOUR 
opinions will only be possible if we have YOUR 
card. If you Imve not filled it out and dropped it in 
the mail, we encourage you to do so. We will publish 
a summary of reader responses, most likely in the 
next issue. We mil also evaluate and begin to 
respond to these comments, as needed. Thank you. 

Maximum Late-Filer 
Penalties in Force 
After August 1 

FijiandaJ institutions making late or 
corrected fiMngs of information returns to 
the IRS have only unti l August 1st to do 
so if they wish to avoid the m a x i m u m per 
account and per year aggregate penalties. 

In prior years the deadline was 
October 1, but this was changed under 
the O m n i b u s Budget ReconciUation A c t 
( O B R A ) of 1989. (These penalties were 
previously part of a separate set of 
regulations, the Improved Penalty and 
Compliance A c t , but were subsequently 
merged into O B R A . ) 

A very detailed treatment of the 
penalties for late f i l ing was presented in 
the January, 1990 issue of The Pension 
Digest. For specifics on these penalties, 
and the points at w h i c h the vary ing 
penalty levels go into effect, please refer 
to-that-issue (if unavailable, send a S A S E 
to C o l l i n W. Fritz and Associates, P.O. 

Question: An IRA accountholder-age 72-has died. Required minimum 
distributions have already begun, based on a single life expectancy and use of the 
nonrecalculation method. The beneficiary is a N O N - S P O U S E . What options does 
this beneficiary have for continuing or changing the distribution method? 

• A non-spouse beneficiary in this situation is very restricted in what he or she can 
do to alter distribution. Yrdh distribution having begun, the non-spouse is limited to 
continuing the distribution schedule based on the decedent's single-life expectancy and 
nonrecalculation elecHon, or choosing to accelerate (including lump sum) distribution 
payments. This-if desired-would be done by means of the non-spouse beneficiary 
instructing you as to the larger amount that they would like distributed. 

Note that—since distributions have begun—the 5-year rule Eind the life distribution 
method are not available options. 

Question: What if the beneficiary in the above question had been the S P O U S E of 
the IRA account-holder, rather than a non-spouse? 

• In that ease, he or she eould choosc^ithcr: (a) to continue the distribution 
schedule set by the decedent, or speed it up, as discussed above, or (b) to treat the I R A 
as his or her own. If the spouse was less than 70-1 /2 and d id not need the funds at that 
time, T H E DISTRIBUTION A L R E A D Y B E G U N C O U L D BE H A L T E D . 

Question: We recently had a customer come in with a pension distribution check 
(it was a lump sum payment of her entire account balance) issued by the pension 
plan established by the city of Morr is , Minnesota for the city's employees. Does the 
distribution qualify to be rolled over to an IRA? 

• Probably. A rollover to an IRA is only permissible if the distribution comes from 
certain types of plans. Most distributions from other IRAs qualify as do some 
distributions from tax sheltered annuities (i.e. those defined in code section 403(b)). 
Some distributions from "qualified plans" (i.e. those plans which meet the requirements 
of code section 401(a)) also qualify. 

The problem is that not all governmental plans are "qualified." Most are, but some 
are not. Unfortunately, most people working for a governmental entity w i l l assume 
that their plan is qualified without really knowing. 

When you are faced with this situation or a similar one, you should recommend to 
your customer that they obtain a written statement from someone who knows that the 
plan is qualified, therefore making the rollover permissible. The best of aU worlds is if 
the governmental entity has an attorney's opinion that the plan is qualified, or a specific 
ruling from the IRS that it is qualified, and can furnish either to your customer The 
Code section 402(f) requirement that the plan administrator, when making an eligible 
rollover distribution, provide a written explanation of the rollover provisions, applies to 
all qualified plans including governmental ones. 

The point is: make sure the customer understands that it is his or her responsibility 
to know if the funds qualify to be rolled over, not your institution's. 1 ^ 

The Pension Digest invites your questions and comments. 
Please address to "Check It Out," Collin W. Fritz & Associates, Ltd., P.O. Box 426, Brainerd, MN 56401. 

Box 426, Brainerd, M N 56401 for a 
photocopy of this article). 

Briefly, penalties are set by O B R A at 
$15, $30 and $50 per account for vary ing 
degrees of late f i l ing of corrected returns. 
Corresponding m a x i m u m penalties per 
calendar year escalate fromi $75,000 to 
$150,000 to $250,000 respectively 

The M A X I M U M P E N A L T I E S of $50 
per account and $250,000 per year A R E 

IN E F F E C T after A u g u s t 1. 

Exceptions to Tliese Penalties 

There are "de m i n i m u s " exceptions 
for certain m i n i m a l reporting failures, as 
w e l l as the Small Business Exception, 
both of w h i c h reduce the various penalty 
levels. These also are covered i n the 
January, 1990 Pension Digest, as 
previously cited. ! ^ 
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