
k T H E 'ension 
Di 

Publ i she d Since 1984 C o l l i n W. Fr i tz & Associates, Inc., "The Pension Specialists" Oclober, 1991 

To Fee ..., or Not to Fee, 
Wil l Be Key IRA Question 

The subject of I R A administration and 
handl ing fees is of g r o w i n g concern to 
financial institution decision makers. I R A 
accounts are among the more labor and 
echnology-intensive products offered by 

these institutions. For that reason m a n y 
are considering implement ing fees, or 
a d d in g addit ional fees, to enhance the 
profitabil ity of these accounts. 

But there are some very specific, very 
compliance-sensitive considerations i n 
charging fees, w h i c h banks must 
observe if they are to a v o i d potential IRS 
penalties. Of equal concern to these 
institutions should be mainta in ing the 
best possible customer relations, 
through f u l l and complete disclosure of 
any. and all fees a n d / o r restrictions on 
I R A s opened b y their customers. 

Reserving the Right to Charge Fees 

Whether or not f inancial institutions 
currently do charge fees, or may some­
day consider d o i n g so, this privi lege 
must be reserved w h e n an I R A p l a n 
agreement is executed. Otherwise , fees 
may n o t b e implemented at a later date 
wi thout a m e n d i n g the p lan and obtain­
i n g customer consent to the changes. 

Reserving this privi lege to charge fees 
is accomplished via Ar t i c l e IX language 
i n the I R A p lan agreement. A m o n g 
possible fees are set-up, annual 
adminis trat ion fees, termination fees, 
';ransfer fees, and others. A l t h o u g h the 

Art i c le IX language is a general 
statement descr ibing the institution's 
right to charge fees, if charged they 
s h o u l d be specified i n a separate 
schedule attachment. 

Financial Projections & 
The Impact of Fees 

W h e n a customer opens an I R A , the' 
custodian inst i tut ion must make a 
reasonable projection of the earnings 
that the I R A may be expected to 
generate over time. If fees are charged, 
these must be inc luded in the projection 
g iven to the customer. This m a y be a 
m a n u a l process, or calculated b y 
software, such as C W F ' s D I S C L O S E 
projection software. _ 

But what happens if no fees are 
currently charged w h e n the account is 
opened, and are instituted at a later 
date, hav ing been reserved or 
author ized b y appropriate A r t i c l e l X 
language? A l t h o u g h it m a y impact 
customer relations if not handled 
carefully, f inancial institutions do have 
the right to install fees, wi thout revis ing 
the no-fees projection made previously. 

By i n c l u d i n g the appropriate 
language i n Ar t i c l e IX, the bank has 
alerted the customer to the possibihty of 
fees at the outset, and is therefore 
w i t h i n its rights. Init iating such new 
fees is certainly a delicate customer 
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Fees—Conti<iued from page 1 

relations matter, and an action that 
needs to be handled w i t h proactive 
communica t ion and explanation. 

Banks that do not take these steps 
carefully may f i n d some I R A customers 
reacting negatively and looking for 
another custodian. 

If customers can be s h o w n that I R A 
fees are on the same foot ing as other 
f inancial product / serv ice fees, the 
negative impact m a y b e lessened. But 
certainly, m o v i n g from a no-fee to a fee 
service is a delicate transition. 

Hozv Fees Are To Be Paid 

The Art i c le IX language s h o u l d 
ideal ly spell out h o w I R A 
administrat ion and hancil ing fees w i l l 
be p a i d ; specifically, whether the bank 
may deduct such fees from the I R A 
account, and when. In some cases the 
IRS does not provide a n option, But in 
others, fees may be p a i d w i t h out-of-
pocket customer do lars. 

Unquest ionably, controUing the 
payment of fees through account 
deductions rather than b i l l i n g is in the 
bank's interest from a cost-effectiveness 
standpoint. Therefore a clause i n the 
Art i c le IX language specifically 
author iz ing the inst i tut ion to deduct 
any or a l l fees f rom the I R A account 
balance may be desirable. 

But this bookkeeping advantage 
should be weighed against the 
customer's interests, w h i c h lies in 
mainta ining the m a x i m u m amount of 
tax-sheltered dollars i n their I R A . M o r e 
on that i n the next section. 

For fees that may be optional ly p a i d 
out-of-pocket by the customer, the 
inst i tut ion may want to reserve the right 
to deduct such fees if not p a i d w i t h i n a 

specified time, such as w i t h i n 30 days of 
b i l l i n g . 

IRS Rules on W^tich Fees Must be ' 
Paid From Account vs. Out-of-
Pocket Dollars 

This is a question of considerable 
importance to the I R A accountholder, 
because it impacts their total account 
balance, and therefore the amount of 
inconie that is tax sheltered. 

If fees are deducted from the IRA 
account balance, this reduces the total 
that is in the f u n d to generate addi t ional 
tax-deferred earnings. If fees can be 
oaid out-of-pocket, an I R A account can 
i>e kept at m a x i m u m contr ibution and 
earnings levels. 

Alloiuable Fee Payment Method: 

• A n n u a l administrat ion fees may 
be p a i d out-of-pocket, and the fee taken 
as a miscellaneous deduct ion on the 
accountholder's income tax. 

• Brokerage fees for self-directed 
accounts cannot be paid for w i t h out-of-
pocket dollars , but must be p a i d from 
the account balance. 

• Interest penalties on early 
wi thdrawals trom savings instruments 
(such as C D s ) wi th in the I R A are also 
not payable w i t h out-of-pocket dollars , 
but must be deducted from the account 
balance. 

Note on Early Withdrazval 
Penalties 

If the custodian inst i tution has a 
pol i cy on w a i v i n g early w i t h d r a w a l 
penalties, this s h o u l d be stated in 
w r i t i n g on any fee attachment p r o v i d e d 
to the customer. A s nice as waiver-of-
penalty is for custom_ers, (and 

acceptable to the custodian if they are 
redeposit ing into another instrument 
w i t h the same institution) there is a 
measurable amount of t ime/resources 
i n v o l v e d i n the surrender and setup 
process. A t m i n i m u n i , an institution 
may w i s h to set a l imi t on the number of 
penalty-free early w i t h d r a w a l s . 

Fees in Question 

The f o l l o w i n g fees present some 
doubts as to whether they may be p a i d 
out-of-pocket versus out-of-account. The 
IRS has not issued rul ings on h o w these 
fees can be pa id . Therefore, the safe 
course is to assum.e that they must come 
out of the account balance, to avo id the 
possibil i ty of an excess contribution. 

• account close-out fee (if charged) 
— customers often don't pay attentiori 
to this at account opening time. It m a y 
therefore be w o r t h emphas iz ing at such 
time. 

• distr ibut ion / p a y o u t fee (if 
charged) 

• transfer fee (if charged) 

• m i n i m u m dis tr ibut ion calculation 
fee (if charged) 

Snmnuiry 

Competit iveness concerns have a 
definite impact o n whether fees are 
charged for I R A services. M a n y 
customers are certainly rate and fee 
sensitive. The cost of p r o v i d i n g I R A 
services fee-free must be weighed 
against the benefits of mainta ining these 
long-term deposits, and h o l d i n g other 
existing accounts and acquir ing new 
ones from the same I R A customers. But 
custodian institi-itions also must be 
realistic i n their evaluation of h o w much 
can be "g iven a w a y " in the bargain . i r j 

Is Form W-9 Needed for IRAs? 
The IRS F o r m W-9 (Request for 

Taxpayer Identification Num.ber and 
Certification) is c o m m o n l y used to 
obtain the T I N of i n d i v i d u a l s i n v o l v e d 
i n certain real estate transactions, w h o 
acquii-e or abandon secured property, 
pay mortgage interest, receive certain 
regular income that may be subject to 
backup v/ i thhold ing , or make contr ibu­
tions to an I n d i v i d u a l Retirement 
Arrangement (IRA), U n d e r the right set 
of circumstances, any of these could be 
subject to backup w i t h h o l d i n g . 

A l t l i o u g h the W-9 form specifically 
refers to I R A s , custodians have typical ly 
not used this form to obtain the ' 
customer's T I N , Instead they have 
obtained the T I N on their particular I R A 
p l a n agreem.ent. Since the release of the 
revised F o r m W-9 in A p r i l , 1990, 
however, there has apparently been 

some confusion over whether I R A 
customers must n o w f i l l out the W-9 to 
compry w i t h IRS regulations. 

This confusion among some custo­
d ian institutions may have arisen f rom 
slightly different language on the neivest 
F o r m VV-9. The Certif ication Instructions 
(just above the signature space) n o w 
mention I R A conh-ibutions, whereas the 
previous W-9 version d i d not. 

H o w e v e r , in examining the o l d 
(December, 1988) a n d new forms, this 
change of language seems only to be a 
correction for the sake of uni formity 
throughout the form, I R A s are 
specificallv mentioned in two other 
places on fcoth o ld and new versions of 
the W-9 form. Furthermore, we have 
been told by the IRS that the Service has 
not changeci its intent or procedures 
w i t h the release of the revised W-9 form. 

But that does not mean that there is 
no confusion, even among IRS staff 
members. T h o u g h w e d i d not set out to 
do so, we received interpretations from, 
more than one IRS representative on the 
m.atter of W-9 use, and unexpectedly 
encountered directly oppos ing opinions 
o n whether use of the W-9 form is 
required. 

A n ini t ia l telephone conversation 
W'ith the IRS' Technical Section in St. 
P a u l , Minnesota , indicated that "yes," 
use of the W-9 was clearly required, 
because of the references to I R A s o n the 
form, and because of the possibihty that 
an I R A account c o u l d potentially 
become subject to backup w i t h h o l d i n g , 
through failure to provide a proper T I N 
w i t h a pr ior dis tr ibut ion. The IRS 
representative said that use of the W-9 
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IRS Procedures for Responding to Defects in Qual i f ied Plans 
- The IRS has recently established two administrat ive mechanisms or procedures 

3r deal ing w i t h p lan qual i f icat ion defects. A quahficat ion defect can either be a 
" f o r m defect" or an "operat ion defect." 

Consequence of a Plan Defect 

W h e n a p lan is defective, the f o l l o w i n g taxes are o w e d : the addi t iona l tax w h i c h 
is due f rom the p lan sponsor because the deduct ion for its contribution is 
d i sa l lowed; the addi t ional tax w h i c h is due f rom the trust because its income is n o w 
taxable; and the addi t iona l tax w h i c h is due f rom each participant because they 
must inc lude i n their respective incomes their appropriate share of the plan assets 
as determined under the facts of each case. 

The ideal for the IRS is to collect f rom the p l a n sponsor, the trust and the 
participants for the m a x i m u m amount of the addi t iona l taxes. 

In the real w o r l d , however, the IRS' normal course of action m a n y times i n the 
past was to forgive the taxes if the e m p l o y e r / p l a n sponsor agreed to make 
retroactive corrections. The IRS especially d i d not l ike to penal ize the employee 
participants by requir ing them to pay addi t ional taxes w h e n it was the employer 
w h o had failed. 

Two IRS Options 

The two programs discussed be low indicate that the IRS w i l l apparently not be 
taking such an easy or lax approach in the future. 

These two programs illustrate typical situations in w h i c h the IRS w i l l seek to 
collect a monetary payment f rom the p lan sponsor i n l ieu of the addi t iona l taxes, or 
those situations where the IRS w i l l not seek a monetary payment because they d o 
grant forgiveness. 

The first IRS program is cal led the Employee Plans C l o s i n g Agreements Pi lot 
urogram. The acronym is C A P . The second IRS program is called the Adminis t ra t ive 
' o l i c y Regarding Sanctions. 

yummai'y of CAP 

A c losing agreement is another term for a setdement agreement. The Internal 
Revenue C o d e i n section 7121 authorizes a c losing agreement so that the IRS and 
taxpayers can settle issues i n dispute. The IRS believes c losing agreements to be a 
proper approach w h e n the IRS has determined that a qual i f ied p l a n has such 
defects that it cou ld be d isqual i f ied (qualif ied status revoked). 

In this action, the IRS w i l l look p r i m a r i l y to the employer to make a cash 
payment — an amount to be negotiated in l ieu of the RS t ry ing to collect the 
var ious taxes f rom a l l three parties. In addi t ion , the p lan must be retroactively 
amended to correct a l l defects. The c losing agreement can be appropriate for both 
f o r m and operational defects. 

Situations That A CAP Will Remedy 

The IRS considers a c losing agreement a workable so lut ion to a p l a n 
disqual i f icat ion i n four typical situations: (1) failure to amend a p l a n for T E F R A , 
T R A 84 and R E A ; (2) improper appl icat ion of an integration formula ; (3) part ia l 
termination; or (4) operational top-heavy violations. 

.. . CAP Not Suitable 

The IRS does not see a c losing agreement as suitable in the f o l l o w i n g types of 
disqualif icat ions: (1) significant d iscr iminat ion in favor of h igh ly compensated 
employees; (2) exclusive benefit violations resulting i n d ivers ion of trust assets; or 
(3) repeated, deliberate or flagrant violations. The only suitable result i n these cases 
is true p lan disqual i f icat ion. 

Administrative Policy Regarding Sanctions 

In contrast, the IRS has adopted an A d m i n i s t r a t i v e Pohcy Regarding Sanctions 
w h i c h addresses only operational defects. 

The IRS understands (thank goodness) that certain operational violations may be 
so m i n o r that, as an administrat ive matter, it is not procfuctive for the IRS to pursue 
the sanction of disqual i f icat ion. The IRS has decided that it may exercise discretion 
to treat an operational v io la t ion as nondisqua l i fy ing if six criteria are satisfied. 
These criteria are designed to measure the magni tude of the operational v io lat ion 
and the care w i t h w h i c h the p l a n has otherwise been administered. 

The Six Criteria 

1. The operational v io la t ion must be 
an isolated, insignificant instance. If the 
same error occurs in successive years, 
then the error is not isolated. A l s o , if 
mul t ip le unrelated violations occurred 
in a single year, then the error is not 
isolated. H o w e v e r , w h e n mul t ip le 
related violat ions occur in a single p l a n 
year, the violat ions may sti l l be treated 
as n o n d i s q u a l i f y i n g events. 

2. The p l a n must have either (i) a 
history of compliance w i t h section 
401(a), both i n f o r m and operation 
(other than the no nd isqu a l i fy ing event), 
o r (ii) if the_plan_cbesjmtJaave_a history, 
of compliance (such as a n e w l y adopted 
plan), the v io la t ion was corrected before 
examination, and there is no evidence of 
noncompliance i n other areas. 

3. The p l a n sponsor or p lan 
administrator must have established 
practices and procedures (formal or 
informal) to ensure compliance w i t h 
section 401(a), i n c l u d i n g procedures 
i n v o l v i n g the area i n w h i c h the 
v io la t ion occurred. 

4. Established procedures must have 
been f o l l o w e d , but through an oversight 
or mistake in a p p l y i n g those 
procedures, an operational v io la t ion 
occurred. 

5. Where dol lar amounts are 
i n v o l v e d (such as excess contributions 
or excess allocations), the amounts are 
insubstantial i n v i e w of the total facts of 
the case." 

6. The taxpayer must have made an 
immediate and complete correction to 
cure the v io la t ion once it was 
discovered so that no participant or 
beneficiary suffered substantial 
detriment. 

In summary, the IRS in the two 
procedures described above has tried to 
formalize its internal procedures for 
h a n d l i n g substantial and insubstantial 
defects i n qual i f ied plans, to ensure fair 
and evenhanded treatment of such 
cases. I Q 
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•^^••••••••••Check It Out SAR-SEPs — A Plan 
Option More Business 
Customers Need to 
Understand 

M a n y small employers do not 
establish any type of retirement program 
for their employees because they 
wrongly assume that such a program 
always requires the employer to make 
contributions. 

U n d e r a S A R - S E P (salary reduction 
SEP) p lan , it is the employee w h o 
contributes his or her o w n money via a 
salary reduction contribution. That is, the 
employer does not need to contribute 
any cash. 

W h y w o u l d employees ever be 
satisfied w i t h a p lan to w h i c h the 
employer never contributes any money? 

The pr imary reason is that many 
employees are part of a two-income 
family and — under the Tax Reform Act 
of 1986 — they lost the right to deduct 
their I R A contributions. That is, they lost 
tax deductions f rom $2,000 to $4,000. 

For example, a couple earning more 
than $50,000 w o u l d not be entitled to 
deduct their I R A contributions if one or 
both were an active participant in a 
pension plan. However , if one or both 
employers had a SAR-SEP, each could 
salary-defer u p to 15% of their compen­
sations. This deferral has the same result 
as an I R A tax deduction d i d . But the 
deferral amount can exceed $2,000. 

A s w i t h 401 (k) plans, there are some 
special nondiscr iminat ion rules which 
must be met b y a SAR-SEP. Even so, any 
small business w h i c h does not currently 
have any type of pension plan is a 
potential candidate for a SAR-SEP, and 
the deposits w h i c h w i l l flow into it. 

Every financial institution should 
educate its business customers on this 
opportunity. But the administration of 
the S A R - S E P should be left to the 
customer's tax advisor !|) 

Form W-9—ContUnicd from page 2 

form w o u l d provide evidence of the 
bank's "due di l igence" in having 
properly attempted to obtain the correct 
T I N number for report ing purposes. 

But a subsequent call for further 
clarif ication resulted in our being 
referred to a new contact person, and 
receiving an opposite o p i n i o n . This 
second contact referred to the f o l l o w i n g 
clause i n the W-9 form's genera! 
instructions, paragraph two: 

Question: Our customer will turn 59-1/2 in one month, at which time he will be 
eligible to take distributions from his IRA without the 10% penalty for early 
withdrawal. He has asked whether he may take a rollover distribution, and not 
have to roll the funds back into an I R A account, since he will be 59-1/2 before the 
60-day rollover time limit expires. 

^ Answer. N o , he may not take a rollover contribution and fail to complete it. A n y 
rollover distribution taken must be rolled back into an IRA account within the 60-day 
time period. Thereafter, he may begin taking distributions. 

Question: Our customer is a nonresident working in the State of Iowa, and 
making contributions to an Individual Retirement Account. We've been told that 
there is a difference in how resident and nonresident IRA accountholders are 
treated, with respect to withholding from IRA distributions. Is this true? What are 
an accountholder's options? 

i/ Answer. O n the Federal level, any U.S. citizen accountholder may choose to have 
withholding taken from their distributions, or may elect out of Federal withholding. 

But state policies differ greatly, Some states have no withholding. Others have 
options, such as the one you describe that differs depending on residency. In Iowa for 
example, a resident accountholder may elect out of Federal withholding (usually 
10%), and may elect out of Iowa state withholding, which is at the rate of 5%. 

But nonresidents have fewer options. They may elect out of Federal withholding, 
but they may not elect out of Iowa state withholding. 

Why? State government and state services are paid for out of tax revenues. For this 
reason, states expect to receive taxes from wages paid by employers in their state. But 
IRA contributions are typically tax sheltered at the time the income is earned. The 
only opportunity for taxation is at the time of distribution. Thus, Iowa for example, 
wants to withhold to ensure getting these tax revenues as expeditiously as possible. 

We believe many states are currently not making a serious attempt at tracking 
dollars contributed to tax-slieltered retirement plans, for purposes of later taxation. We 
fcu'ther believe, however, that this will begin to change as state governments, strapped 
for tax revenues, gradually discover more options for generating these revenues. 

Question: When we need Only small quantities of various IRA or pension forms, 
is it legal to simply photocopy IRS or vendor forms for customer and bank use? 

• A n s w e r The IRS provides most such forms free of charge. It therefore would be 
allowable to copy their forms if you are out of originals. 

However, the forms designed and printed by private pension vendors are 
generally copyrighted, and may not legally be copied for use in any quantity. A n d , 
realistically speaking, since multiple copies of most pension forms are required for 
bank fi l ing and customer use, there is relatively little saving when you compare the 
true cost of duplication, to the cost of purchasing multi-part forms from such 
vendors, 

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

"Note: if a requester gives you a form other 
than a W-9 to request your TIN, you must use the 
requestef's lorm," 

A c c o r d i n g to this IRS staffer, this 
means that if the bank — the 
"requester" — provides an I R A plan 
document as the means to obtain the 
accountholder's T I N , this is the form 
that must be used by the customer. 

O u r posi t ion, based on our past 
recommendations and on this second 

IRS o p i n i o n , is that use of the W-9 is not 
required, as long as the I R A form used 
b y the custodian/trustee does indeed 
obtain the customer's correct Taxpayer 
Identification N u m b e r 

However , a writ ten request for 
o p i n i o n has also been made by C W F to 
the IRS office i n Chicago. In the next 
issue of The Pension Digest, we hope to 
be able to report further on this wri t ten 
request, [p 
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