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IRA Withholding Notices and Waiver Elections for 
70-1/2 Accountholders, and Withholding 
Rules in General 

Since 1983 federal tax l a w has 
required an I R A custodian or trustee to 
w i t h h o l d a port ion of a dis tr ibut ion 
f rom an I R A unless the accountholder 
instructs the custodian i n w r i t i n g that he 
or she does not want any amount 
w i t h h e l d . This article discusses the 
w i t h h o l d i n g rules for an I R A custodian, 
and is l imited o n l y to I R A s . The 
w i t h h o l d i n g rules w h i c h apply to 
distr ibutions f rom qual i f ied plans are 
similar , but are different i n some 
important respects. 

A n I R A custodian has t w o separate 
w i t h h o l d i n g responsibilit ies. First, it 
must furnish in a t imely fashion the 
prospective payee (accountholder or 
jeneficiary) wi th a w i t h h o l d i n g notice. 

Second, it must determine what amount 
is to be w i t h h e l d . In general, the rules 
governing w h e n notice must be 
turnishea and what amount must be 
w i t h h e l d depend on the type of 
payment to be made. 

Wliat information must be in the 
withholding notice? 
— T t t e p a y e c m u s t be t u l d ' o f iris or h e r " 
right to elect not to have w i t h h o l d i n g 
apply to any payment, and h o w one 
makes such an election. In addi t ion , the 
payee must be told of l i is or her right to 
revoke the election and that such 
election stays in effect u n t i l revoked. 
A n d , the payee must be told that the 
estimated tax rules apply so that a 
penalty could be assessed if these 
estimated tax rules are not comphed 
w i t h . 

M o s t I R A custodians use the IRS 
form W-4P (or a modi f i ed version of it 
as prepared by a pension consult ing 
firm- such as C o l l i n W. Fr i tz & 
Associates, Ltd.) to handle the notice 
and election requirement. M a n y times it 

is also incorporated into 
a dis tr ibut ion form. 

Wltat types of IRA 
distributions are 
there for 
withholding 
purposes? 

There are both 
periodic and n o n 
periodic d is t r i ­
butions. 

A periodic 
distr ibut ion is one w h i c h 
is includable in income 
incom.e tax purposes, and is 
received in installments at 
regular intervals over a period 
more than twelve months from the 
starting date of the distributions. 

A nonper iodic dis tr ibut ion is any 
dis t r ibut ion w h i c h is not a periodic 
dis tr ibut ion. 

Wliat amount must the IRA 
custodian withhold ivhen it makes 
aperiodic or nonperiodic IRA 
distribution, and there is no written 
instruction to not ivithhold? 

A special rule exists for I R A s versus 
qual i f ied plans. If an I R A is payable 
u p o n d e m a n d , then for purposes of 
calculat ing the amount to be w i t h h e l d , a 
per iodic dis tr ibut ion w i l l deemed to be 
nonperiodic . This means the amount to 
be wi thhe ld is 10% of the dis t r ibut ion 
amount , unless the accountholder elects 
to have more w i t h h e l d , or elects to have 
no w i t h h o l d i n g . If the I R A is not 
payable u p o n d e m a n d , then the I R A 
custodian must go to the wage tables to 
determine h o w m u c h must be w i t h h e l d , 
just as is required for any per iodic 
dis tr ibut ion f rom a qual i f ied p lan . 

Hie Rules as Applied to 70-1/2 or 
Older Accountholders 

W h e n an I R A accountholder reaches 
age 70-1 /2 the rule is that he or she 
must make certain elections so that their 
required m i n i m u m dis tr ibut ion amount 
can be determined. T l i c accountholder 
must also set u p a dis tr ibut ion schedule 
(i.e. a per iodic schedule of payments) 
w h i c h results i n an amount being 
distributed to the accountholder equal 
to or greater than the calculated 
required m i n i m u m dis tr ibut ion amount. 

When must the notice be provided to 
an IRA accountholder zvho is 
receiving a nonperiodic distribution? 

The governing statute seems to 
require that the notice must be p r o v i d e d 
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C W F to Offer IRA, Pension 
Advertising Assistance 

M a n y f inancial institutions are presently not d o i n g the retirement p l a n 
market ing they w o u l d l ike, due to expense, or s i m p l y the di f f icul ty of 
f i n d i n g a creative resource that understands pensions. 

To better serve our Pension Digest subscribers, C o l l i n W. Fr i tz and 
Associates, L t d . has become a resource for pr int and broadcast advert is ing 
services, and point-of-purchase market ing items. A combinat ion of writers , 
designers, and pension specialists o n s ta f fa l lows us to d o this. 

Initial offerings inc lude the f o l l o w i n g ad themes: 

• I R A , general 

• I R A , special p o s t - A p r i l 15th concept 

•S impl i f i ed Employee Pension (group) 

•S impl i f i ed E m p l o y e e Pension (self-employed) 

•401(k) plans 

A d s are offered w i t h market-area-exclusivity, w h i c h w i l l ensure no overlap of market ing 
messages between competing banks, but at rates far be low tradit ional advert is ing agencies. 
Banks i n any g iven market area w i l l be served o n a first-come basis. 

A l s o available are statement stuffers, lobby and office easel displays , coordinated to the 
above pension themes. For more informat ion cal l 1-800-346-3961. A s k for M i k e Rahn i n 

M a r k e t i n g Services. I Q 

xcess Contributions — Or Are They? 
With in the last four weeks w e have 

become aware of the f o l l o w i n g situation 
that may present an I R A " a d m i n ­
istration prob lem" for the bank. 

A Disallowed Deduction 
The situation is this: a customer (i.e. a 

taxpayer) has received a letter from the 
IRS concerning their 1988 or 1989 tax 
return. The IRS has disa l lowed the I R A 
deduction w h i c h had been claimed 
because the taxpayer or his or her spouse 
was an active participant and their 
adjusted gross income was sufficiently 
h igh to disqual i fy them f rom all or a 
port ion of their c laimed I R A deduction. 
W i t h the disallowance of the deduction, 
the IRS is asking for addit ional tax 
dollars plus accrued interest. 

Example, George G u s h and his wife , 
A n n a , had a joint adjusted gross income 
of $85,000. A n n a was an active 
participant i n her employer's retirement 
plan. George had made an I R A 
contribution of $2,000 for 1988. Because 
they deducted the $2,000 on their joint 
income tax return, they pa id $600 less in 
taxes than they otherwise w o u l d have. 
For whatever reason, they or their 
accountant d i d not apply the I R A 
deduction mles correctly. The IRS n o w 
requests to be paid the $600 plus the 
accrued interest. Therefore, George may 
need some cash to pay this tax b i l l . 

Withdraw the money ...? 
Should George w i t h d r a w the money 

from his I R A to pay this tax bill? 
Probably not, unless he has no other 
source of cash. The reasons are discussed 
below. 

Excess — or Nondeductible 
Contribution? 

Note that the IRS has disal lowed the 
deduction, but the funds stil l sit w i t h i n 
the I R A account. M u s t these 
contributions be classified as 
nondeductible contributions or can they 
be w i t h d r a w n as an excess contribution. 
M a n y accountants and customers say 
that the contribution w o u l d never have 
been made if it had been k n o w n that the 
contribution was not deductible. 

The problem: many times the 
accountant of the customer w i l l ask the 
bank to treat the w i t h d r a w a l of the 
contribution i n question as the w i t h ­
d r a w a l of an excess contribution. Is it? 

The technical answer is "no . " A n 
excess contribution is an impermissible 
contribution — one w h i c h the person 
was ineligible to make. In the situation 
describea above,the customer was 
eligible to make a nondeductible 
contribution, but made what he mis­
takenly thought was a deductible one. 

The accountant w i l l try to argue that 
the customer may w i t h d r a w this 
contribution as an excess contribution 
under the rules set forth i n Code section 
408(d)(5). Tl-iis section al lows the 
w i t h d r a w a l of an excess after the due 

date for the applicable year's tax return. 
The accountant may even say that he or 
she has talked w i t h an IRS agent and the 
agent said the funds could be w i t h d r a w n 
as an excess contribution. 

The problem is that the IRS has not 
formally adopted this posit ion i n 
wri t ing . The existing interpretation of the 
governing statute is that any amount 
w i t h d r a w n from an I R A w h i c h is not an 
excess is subject to being taxed under the 
pro rata taxation rules of section 219. 
That is, some port ion of the distr ibution 
w o u l d be taxable and some port ion 
w o u l d not be. 

What difference does it make, and 
what should the I R A custodian do? 

If the I R A custodian completes the 
F o r m 1099-R showing a reason code 8 i n 
box 7, that tells the IRS that distr ibution 
in most cases is not taxable. 

We do not recommend that the reason 
code 8 be used because of the partial 
taxability of the distribution. A n I R A 
custodian should complete the F o r m 
1099-R and use a reason code of 1 or 7 
(depending on the age of the customer) 
and suggest that the customer or the 
accountant attach a note of explanation 
to their tax return if they feel that they 
should not be taxed on any port ion of the 
distribution. A t times like this the IRS 
may choose to be k i n d , when the 
statutory law w o u l d a l low them to be 
otherwise. 

Continued on page 3 
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Excess—Continued from page 2 

A different possibil ity w o u l d be that 
the I R A custodian use the reason code 
"8," but check the box "taxable amount 
not determined." We do not recommend 
this approach. F Q 

C A P Program for QP 
Defect Correction 
Made Permanent, 
Expanded 

The IRS' pilot program for resolving 
qual i f ied plan defects without resorting 
to plan disqualif ication (reported on in 
the October Pension Digest) has been 
both expanded and given permanent 
status, according to a recent IRS 
m e m o r a n d u m . 

The C l o s i n g Agreement Pilot ( C A P ) 
program was initiated to help employers 
resolve certain form and functional p lan 
defects at the key district level, wi thout 
having to involve , the national office, 
and without the penalty of fu l l 
retroactive disqualif ication sanctions. 
The C A P program was specifically 
meant for situations i n w h i c h violations 
were unintentional and correctable, and 
sought to avo id penal izmg plan 
participants for infractions beyond their 
control. 

U n d e r the C A P program, employers 
are required to correct past defects, 
ensure that these corrections are adhered 
to i n the future, and pay a negotiated 
dol lar sanction. 

Initial application of C A P was l imited 
to late amenders for T E F R A 1982, T R A 
1984, R E A 1984, operational top-heavy 
defects, partial termination cases, and 
cases i n v o l v i n g the improper use of 
integration formulas. Certain other 
undef ined issues could also be settled or 
"c losed" w i t h key district office 
discretion. ' 

Wider CAP Scope 
N o w and in the future, al l 

qualif ication issues may be handled 
under C A P except: 

• repeated, deliberate and flagrant 
violations 

• significant discr iminat ion i n favor of 
h igh ly compensated employees 

•exclusive benefit violations where 
asset divers ion is i n v o l v e d 

•plans w i t h 500+ participants, or w i t h 
$1,000,000 i n potential tax l iabil i ty 

ension Products and Services 

IRA Marketing Season About to Begin 
There are certainly good reasons for f inancial institutions to mainta in some k i n d 

of retirement p l a n market ing profi le throughout the year. 

But undeniably, the busiest time for I R A opening - and thus market ing for those 
accounts if y o u want them - is the per iod f rom the start of the n e w year to A p r i l 
15th. This is the time of tax preparation. E v e n though it's easier to save I R A deposit 
money i n smaller increments a l l year l o n g , most people w h o use a n I R A for tax 
advantages fund them i n this narrow w i n d o w of time. 

How to Capture These Accounts 
Just as there's no one prescription for every illness, there's no one prescript ion 

for I R A market ing success. That's impossible , because of variations i n the nature 
and amount of competi t ion, the local or regional media options available for 
sending y o u r message, the workstyles and lifestyles of y o u r market, and so on . But 
here are some basics that might help y o u dis t i l l the large v o l u m e of possibil it ies 
d o w n to the concentrated essence of practical and effective options. 

* Decide h o w m u c h y o u want to take i n i n deposit dol lars , to give yourself a goal 
to shoot for. Decide o n a timetable, and chart y o u r progress, enabl ing y o u to either 
mainta in or revise y o u r market ing approaches, at "ha l f t ime" instead of at the two-
minute w a r n i n g . 

* Decide what y o u can afford to spend to get these deposits, both in market ing 
dol lars spent, and i n interest p a i d . But remember, by l a w y o u can't offer I R A 
accountholders incentives greater than those you're w i l U n g to offer to otherwise 
s imilar accounts. 

* Take stock of y o u r creative options. Do y o u have people on-staff w h o can 
create ads, brochures, mailers, etc.? D o y o u - or s h o u l d y o u - w o r k w i t h a creative 
agency? O r must y o u rely on the local newspaper or radio station's advert is ing 
staff, or the instant p r i n t i n g f i r m d o w n the street to create y o u r "creative." 
Whatever the case m a y be, use the best creative help y o u can afford. 

* If you're going after n e w I R A accounts i n the open marketplace w i t h other 
banks competing for the same dollars , accept the fact that y o u r image has to be as 
professional and conf idence- inspir ing (remember, this is banking) as theirs. These 
qualities are-not D E T E R M I N E D by y o u r image. But to an unfami l iar buyer, they are 
P R O J E C T E D , or P R O M I S E D , by y o u r image. First impressions carry great weight . 
If your competitor's ads attract attention, inspire confidence, and lead a prospect to 
the point of c losing the sale, then yours must also. 

* If y o u don' t have a large staff w i t h def ined market ing responsibilities for 
projects hke this, make sure y o u clearly assign coordinat ing responsibility. If 
possible, assign this to someone w h o has s h o w n g o o d market ing instincts, g o o d 
organizational ski l ls , and a desire to see your inst i tut ion become more profitable. 
T h e y ' l l be the most attuned to project needs and mot ivated to carry things out. 

* Use every means possible to cross-sell a consistent message. This means staff i n 
all departments s h o u l d be briefed and able to recognize and refer a good I R A 
prospect to someone w h o can assist them. 

It also means consistency in the images and messages that y o u r market ing tools -
ads, brochures, broadcast spots, signage, etc. - convey. If they're coordinated, the 
effect as a w h o l e becomes greater than the s u m of the parts. If they're not, the parts 
may compete, confuse, and neutrahze one another. 

G o o d luck 
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Withholding—Coiirimwd froiii pnge 1 

to the payee at the actual time of the 
nonper iodic dis tr ibut ion. That is, the 
notice could not be g iven beforehand or 
afterward. The IRS thought distributees 
from a qual i f ied plan should have some 
advance notice. So, the IRS m o d i f i e d the 
rule: the payee must receive the notice 
so that he or she has a reasonable time 
to elect to not have w i t h h o l d i n g appl y 
and to reply to the p l a n administrator 
w i t h the election informat ion. H o w e v e r , 
w i t h respect to I R A s , the IRS has stated 
the reasonable t ime requirement is met 
if the I R A custodian provides the notice 
at the time the accountholder requests a 
w i t h d r a w a l f rom his or her I R A . A s w i l l 
be i l lustrated later, this "request at 
w i t h d r a w a l " prov is ion does not seem to 
apply to 70-1/2 or older accountholders 
w h o are receiving "deemed 
nonper iodic " distr ibutions. 

When must the notice he provided 
to an IRA accountholder (including 
one 70-1/2 or older) receiving a 
periodic distribution? 

The answer depends on whether this 
is the first or a later dis tr ibut ion, and the 
frequency of the per iodic distr ibutions. 

In the case of the first payment w h i c h 
is part of a series of per iodic payments , 
notice of the election must be p r o v i d e d 
w h e n m a k i n g the first payment. 
H o w e v e r , because the IRS realizes that 
many I R A custodians and other payees 
use electronic funds transfer to cfeposit 
their checks, the IRS has ru led that the 
notice does not have to be attached 
physica l ly to the check. It is sufficient to 
m a i l directly to the payee at the same 
time the check is issued if the payee 
receives the notice w i t h i n 15 days before 
or after receipt of the first 
payment .However , the IRS w o u l d l ike 
to see the payee receive the notice 
immediate ly pr ior to or concurrent w i t h 
the receipt of the check. 

In the case of any later payment 
w h i c h is part of a series of periodic 
payments , the t iming of the notice 
w h i c h is required depends on whetlner 
there are four (4) or more payments per 
year. If so, then, in lieu of p r o v i d i n g a 
notice at the time of each dis tr ibut ion, 
the I R A custodian m a v furnish a blanket 
notice applicable to a l l such scheduled 

payments d u r i n g the calendar year. 
Such a notice must be furnished at a 
reasonable t ime before the first payment 
to be made i n the calendar year to 
w h i c h the notice relates. 

Thus , those I R A accountholders w h o 
are receiving four or more payments per 
calendar year must on ly receive notice 
w i t h the first d is t r ibut ion and then oiice 
a calendar year thereafter. The annual 
notice n:\ust be furnished before the first 
payment for that calendar year. The 
annual notice must be p r o v i d e d at 
approximately the same time each 
calendar year. That is, an I R A custodian 
c o u l d not furnish the annual notice on 
1-1-84,12-31-85 and 1-1-86 in an attempt 
to combine two notice periods. We 
w o u l d suggest sending w i t h the January 
31 Customer Statements. 

In the every day w o r l d of I R A 
administrat ion, however, there are many 
I R A accountholders w h o have set-up a 
regular payout schedule w h i c h only has 
one or two or three payments per year. 
This is very c o m m o n for 70-1/2 
accountholders w h o m a n y times only 
have one payment per year. What are the 
notice requirements in this situation? 

A s s u m i n g that the I R A is payable 
u p o n d e m a n d , the IRA custodian must 
treat these scheduled I R A payments as 
nonper iodic distr ibutions. This means 
that the I R A custodian must furn ish the 
payee the notice at the time of the 
distr ibut ion or at such earlier t ime as is 
p r o v i d e d in the regulations. 

The regulation provides that the I R A 
custodian must furn ish the notice not 
earlier than six (6) months before the 
dis t r ibut ion and not later than a 
reasonable time to elect to have no 
w i t h h o l d i n g apply. 

Can the bank then send the 70-1/2 or 
older accountholder their one distri­
bution check and send the withhold­
ing notice at the same time —• 
presumably in the same envelope? 

We w o u l d recommend that the notice 
be sent beforehand and that it not be 
enclosed in the same envelope 
containing the check. H o w e v e r , the 
governing regulat ion does not expressly 
address this question. 

Since the one annual payment must 
be treated as a nonper iodic d is t r ibut ion , 
notice should be g iven beforehand and 
not at the time of the actual d is t r ibut ion. 
The IRS procedure w o u l d a l l o w an I R A 
custodian to send out a notice on 
January 1st w h i c h w o u l d a p p l y to al l 
nonper iodic distr ibutions f r o m January 
2n d to June 30th and a second notice o n 
July 1st w h i c h w o u l d apply to all 
nonperiodic distr ibutions f rom July 2nd 
to December 31st. Some I R A custodians 
inc lude the w i t h h o l d i n g notice w i t h 
their January customer statements. N o t e 
that there is no p r o b l e m if the 70-1 / 2 or 
older customer comes into the 
institution to receive their d is t r ibut ion 
since the notice c o u l d be g iven to them 
at that time. 

Once the I R A accountholder instructs 
the I R A custodian that he or she does 
not want w i t h h o l d i n g (i.e. waives it), 
that instruct ion m a y a p p l y to any 
subsequent payment f rom the same 
I R A . H o w e v e r , the I R A custodian is s t i l l 
required to furnish the payee w i t h the 
notice and revocation information and 
the informat ion concerning possible 
l iabi l i ty under the estimatecf tax 
payment rules. 

For example, C W F and Associates, 
L t d . has designed their form #59 
(Wi thhold ing Certificate for I R A 
Payments Payable U p o n D e m a n d and 
A n n u a l Reminder Notice) to serve as 
this annual reminder notice. Based o n 
the discussion from, above, we w o u l d 
recommend that an I R A custodian 
furn ish this form semi-annual ly or I 
annually, as the case may be, to its 70- | 
1 /2 or older accountholders pr ior to the 'i 
actual dis tr ibut ion. A l t h o u g h it is not 1 
required by the governing regulation, 3 
we believe the most conservative 
approach w o u l d be for the I R A 
custodian to f u n i i s h our f o r m #59 or a 
s imi lar reminder notice pr ior to the 
issuance of the check and have the 
customer s ign it (and return it) each 
year s h o w i n g the "no w i t h h o l d i n g " 
election.Ip 

Pension Digest Topical Index Available 
A n index to The Pens ion Digest spanning the per iod f rom M a r c h 1985 to the present is n o w available. Previously, a 

chronological index was available to subscribers. The n e w version is sorted by subject, m a k i n g reference to var ious pension 
topic areas m u c h easier. 

Because of the size and comprehensiveness of this six-year index, a d u p l i c a t i n g fee of S5.00 is be ing charged. Those w h o 
have paid for and received the earlier index w i l l receive the n e w version free of charge. 

For v o u r copy, send $5.00 to cover dupl ica t ion and h a n d l i n g to: The Pension Digest, C o l l i n W. Fr i tz & Associat ions, L t d . , 
P O . Box 426, Brainerd, M N 56501. I J^ 
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