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• Check It O u t 

N e w Withholding Rules M a y Generate 
Rollover Deposits From TSAs 

Financial institutions have come to 
expect most rollover deposits to come 
from traditional corporate or small 
business-based qualif ied plan sources. N o 
doubt these deposits w i l l be even more 
common due to the new w i t h h o l d i n g / 
rollover rules as defined by the 
Uheinployir ienf Compensat ion 
Amendments of 1992. However , thanks 
to the liberalization of rollover rules w i t h 
respect to Tax Sheltered Annuit ies (TSAs), 
there may be more business coming tlieir 
w a y f rom these accounts, too. 

T S A s are governed by C o d e section 
403(b), and have tradit ionally been 
associated w i t h the insurance industry, 
rather than f inancial institutions. 
(Securities f irms, however, have gotten 
into the 403(b) game, and some n o w 
offer a range of invest ing options 
qua l i fy ing for 403(b) status.) 

U n d e r current federal income tax 
'aw, time deposits and savings accounts 

re not permissible investments for 
section 403(b) purposes. For a number 
of reasons it appears that the banking 
industry has not felt it w o r t h w h i l e to d o 
the pol i t i ca l w o r k needed to become 

author ized for this segment of the 
pension business. 

T S A s are very c o m m o n l y used b y 
those i n the teaching profession, and 
some i n the medica l profession as w e l l . 
For professionals such as these, the T S A 
has become an income deferral vehicle 
s imi lar to the 401 (k)s in w h i c h m a n y 
corporate employees participate, or 
K e o g h plans for self -employed 
i n d i v i d u a l s . 

Many Distributions Will Noiu 
Become Rollovers Instead 

W h e n the new rules of U C A '92 were 
announced, it became apparent that 
m a n y pension "dis t r ibut ions" might 
become rol lover transactions instead. 
This w i l l be the result of p lan 
participants ' efforts to avoid the 
puni t ive effects of the 20% w i t h h o l d i n g 
requirement o n a dis t r ibut ion f rom a 
quahfied p lan or T S A that qualifies for 
rol lover treatment. A n d , w i t h U C A 92's 
very l iberal ized rules on qua l i fy ing 
rollovers, most distr ibutions w i l l qual i fy 
and therefore be subject to this 20% 
w i t h h o l d i n g . 

A Brief History ofTSA-to-IRA 
Rollover Rules 

The rules that have governed the 
h a n d l i n g of T S A rollovers have 
fluctuated considerably over the years. 

Pre-W84 

Prior to the Tax Reform A c t of 1984 it 
was very diff icult to ro l l over funds 
f rom a 403(b) annui ty to an I R A since 
there normal ly h a d to be a l u m p s u m 
distr ibut ion. 

Post-1984 

The Tax Reform A c t of 1984 a l l o w e d 
for almost any part ia l d is tr ibut ion (50% 
or more) to be rol led over. Thus , the 
movement of funds f rom T S A s to I R A s 
was relatively s imple , but many i n the 
banking industry were not aware of 
this. 

Post-1986 

The Tax Reform A c t of 1986 added 
the requirement that the dis tr ibut ion 
had to be on account of death, disabi l i ty 
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Data Processing Aspects of Inherited IRA Accounts 
W i t h tlie inevitable mortaUty of more 

and more I R A accountholders, the 
purpose of this article is to summarize an 
R A custodian's postmortem reporting 

responsibilities and point out various 
errors that must be avoided. To 
demonstrate reporting duties, two 
hypothetical situations are set forth. In 
one the spouse is the beneficiary. In the 
other there are two non-spouse 
beneficiaries. 

Hypothetical Situation #1. D a v i d 
C h l i a n d ied on 11-3-92 at the age of 74. 
H i s sole beneficiary was his spouse 
Christ ie C h l i a n . Christie was 67. She d i d 
not elect to treat Ms I R A as her o w n unt i l 
1-28-93. However , i n 1992 she d i d receive 
the amount of $876.89 w h i c h was his 
required m i n i m u m distribution amount 
for calendar year 1992. N o distributions 
were made to h i m in 1992 prior to his 
death. In 1993 the amount of $3,500 was 
pa i d to Christ ie C h l i a n after she had 
elected to treat the I R A as her o w n . 

What Tom 1099-Rs Must You as 
IRA Custodian Prepare? 

The absolute cardinal rule is that the 
I R A custodian must prepare a F o r m 
1099-R w h e n funds are pa id to anyone, 
and not prepare the form if a distr ibution 
has not taken place. The form is 
prepared i n the name, address and social 
security number of the person w h o 
actually is pa id the funds. 

The I R A custodian must generate a 
1992 F o r m 1099-R to Christ ie C h l i a n 
because she was pa id $876.89 i n 1992. 
The pr inc ipal boxes w o u l d be completed: 

Box 1 (Gross Amount ) $ 876.89 
Box 2 (Taxable A m o u n t ) $ 876.89 
Box 4 (Withholding) 0 (assumed) 
Box 7 A reason code of 4 (Death) 

A Common Spouse 1099-R Mistake 

What c o m m o n mistakes are made i n 
generating or not generating F o r m 1099-
R's w i t h respect to spouses after an I R A 
accountholder has died? 

E v e n though the 1992 payment was 
made to Christ ie C h l i a n , the F o r m 
1099-R might incorrectly be made out in 
the name of D a v i d C h l i a n . 

This is a fairly com m on error since the 
computer account has always been i n 
D a v i d Chl ian ' s name. This is one of the 
reasons it is so important to set u p the 
inherited account as, "Christ ie C h l i a n as 
beneficiary of D a v i d C h l i a n . " 

If y o u had wrongl y issued a F o r m 
1099-R to D a v i d C W i a n rather than 
Christ ie C h l i a n , y o u w o u l d need to do 
two things to correct the error. 

W i t h respect to the F o r m 1099-R 
prepared us ing D a v i d Chl ian ' s name. 

address and social security number, y o u 
w o u l d need to prepare a corrected F o r m 
1099-R and complete boxes 1 and 2 w i t h 
zeros to indicate that no distribution was 
actually made. 

Wi th respect to Christ ie , y o u w o u l d 
need to complete for the first time a 
F o r m 1099-R to show the amount she 
was pa id . 

Two Possible Data Processing 
Approaches 

W h e n in 1993 Christ ie elects to treat 
D a v i d ' s I R A as her o w n , one of the 
fo l lowing two data processing 
approaches should be used. 

1. The first approach is to treat the 
movement of funds f rom David ' s I R A to 
Christie's I R A as a non-reportable 
transfer. U n d e r this approach a F o r m 
1099-R is not to be generated. The 
reason? The funds were never " p a i d " or 
distributed to her (Col l in W. Fritz and 
Associates, L t d . prefers this approach 
because the funds are never actually pa id 
to the s u r v i v i n g spouse, and there is no 
potential for tax liability.) 

2. The second approach w o u l d be for 
the I R A custodian to prepare a 1993 
F o r m 1099-R w i t h a reason code "4" to 
Christ ie , and also report the addit ion of 
these funds to her account as a rollover 
contribution on the F o r m 5498. IRS 
Publicat ion 590 does appear to set forth 
the approach that the s u r v i v i n g spouse 
can choose to make the I R A his or her 
o w n by rol l ing it over as though the 
s u r v i v i n g spouse had established it. 

Since Christ ie was pa id $3,000 in 1993, 
the custodian w i l l need to generate a 
1993 F o r m 1099-R as fol lows: 

Box 1 (Gross A m o u n t ) $3,000 
Box 2 (Taxable A m o u n t ) $3,000 
Box 4 (Withholding) 0 (assumed) 
Box 7 A reason code of 7 (Regular) 

The reason code is a 7 because this 
I R A is n o w hers, and she is over age 59-
1/2. 

Hypothetical Situation #2. I R A 
accountholder Eleanor Whitt ier d ied on 
8-13-92. She was 68 at the time of her 
death. Pr ior to her death she had been 
said $6,200. The fair market value of her 
R A on the date of her death was 

$28,766.42. She had designated two 
beneficiaries - a daughter, Susan 
Whitt ier-Eisel age 45 and a son, John 
Whittier, age 42. Each was to receive 
50%. John needed funds so he wi thdrew 
his entire port ion of $14,383.21. H e 
completed a beneficiary election form 
and a distribution form. H e elected to 
waive w i t h h o l d i n g . Susan had not yet 
decided what she wanted to do. She left 
her portion i n the bank, and on 

December 31,1992, its fair market value 
was $14,486.88. The bank set u p an 
inherited I R A account for Susan. This 
account was titled, "Susan Whitt ier-Eisel 
as the beneficiary of Eleanor W h i t t i e r " 
By 12-31-92 she had not furnished her 
instructions as to h o w she intended to 
comply w i t h the death distr ibution rules. 

Wltat 1992 Torm 1099-R's must the 
IRA custodian prepare? 

A g a i n , the absolute cardinal rule is 
that the I R A custodian must prepare a 
Form 1099-R w h e n funds are pa id to 
someone, and at no other time. The form 
is prepared i n the name, address and 
social security number of the person w h o 
is actually pa id the funds. 

The I R A custodian must generate a 
1992 F o r m 1099-R to Eleanor Whitt ier 
because she had been pa i d $6,200 prior 
to her death. The pr inc ipal boxes w o u l d 
be completed: 

Box 1 (Gross A m o u n t ) $6,200 
Box 2 (Taxable A m o u n t ) $6,200 
Box 4 (Withholding) 0 (assumed) 
Box 7 A reason code of 7 (Regular) 

H e r personal representative w o u l d 
use this information to prepare the f inal 
tax return for Eleanor. 

The I R A custodian must also generate 
a 1992 F o r m 1099-R to John Whitt ier 
(using his address and social security 
number) because he was paid $14,486.88 
in 1992. The applicable boxes w o u l d be 
completed: 

Box 1 (Gross A m o u n t ) $14,383.21 
Box 2 (Taxable A m o u n t ) $14,383.21 
Box 4 (Withholding) 0 
Box 7 A reason code of 4 (Death) 

Code 4 should always be used wh en 
funds are paid from an inherited account 
to a beneficiary. (If this were a case of a — 
surviving spouse w h o elects to treat the 
deceased spouse's I R A as his or her o w n , 
that I R A w o u l d no longer be an inherited 
I R A for reason code purposes. That is, 
once a spouse elects to treat the account as 
his or her o w n , then the use of code 4 is 
inappropriate and one of the other codes 
(1,2,3,5,7) must be used.) 

A Common Non-Spouse 1099-R 
Mistake 

1. W h e n the inherited account is 
established for (in this example) Susan, 
many times I R A personnel w i l l select the 
"death" transaction code to handle the 
decrease in the account balance of the 
decedent, and use some type of • . 
contribution code for the movement of 
the funds to the inherited I R A . The 
consequence of do ing so is that the 
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Data Processing—Continued from page 2 

computer system w i l l incorrectly 
generate a F o r m 1099-R. Since the funds 
vere not paid to Susan, it is w r o n g to 

prepare and issue a F o r m 1099-R to her. 

Rather than using a death code for 
this situation, a transfer code needs to be 
used since this transaction should not be 
reported to the IRS. I R A software 
should , but most currently does not, 
contain such a "transfer to or f rom an 
inherited I R A " transaction code. I R A 
software should be modif ied to include 
such transaction codes/descriptions. 

If y o u have made this type of error, 
y o u w i l l need to prepare a corrected 
F o r m 1099-R and complete boxes 1 and 2 
w i t h zeros to indicate that no 
distr ibution was actually made. 

2. Even though the beneficiary funds 
were p a i d to John Whitt ier (the son 
beneficiary), i n m a n y such cases the 
F o r m 1099-R for an after-death 
distr ibution is st i l l generated in the 
name, address, and social security 
number of the deceased I R A 
accountholder (Eleanor). 

If y o u have wrongly issued a F o r m 
1099-R to the decedent rather than the 
beneficiary, y o u w i l l need to do two 
things to correct the error For Eleanor, 
y o u w i l l need to prepare a corrected 

"Porm 1099-R and complete boxes 1 and 2 
A^ith zeros to indicate that no 
distr ibution was actually made, or 
correct the form to s h o w the proper 
amounts if both the pre-death and after-
death distributions were aggregated on 
one F o r m 1099-R. 

For John as stated previously, y o u w i l l 
for the first time need to complete a Form 
1099-R to show the amount he was paid. 

LiabiUty Reminder: currently the rules 
of Code sections 6721 and 6722 do not 
apply to the preparation of F o r m 1099-R. 
The rules of C o d e section 6652(e) and 
6047 govern. They provide for a penalty 
of $25.00 per day (with an annual 
m a x i m u m of $15,000) for the failure to 
prepare a F o r m 1099-R. 

Note h o w harsh the penalty is if y o u 
fai l to prepare a required F o r m 1099-R. 
This penalty is m u c h harsher than the 
penalty of section 6721 /6722 w h i c h is 
$50.00 per account. 

- / 

Unwelcome Pension Provisions Retained in New 
House Legislative Proposals 

In the January Pens ion Digest w e 
described aspects of H R 1 1 , the 1992 tax 
b i l l vetoed b y President Bush, that 
appeared threatening to the tax-
advantaged status of cjualified plans. 
We further asked the rhetorical 
question whether they w o u l d resurface 
i n 1993 legislation that might f i n d its 
w a y to the desk of President C l i n t o n . 

A l r e a d y at this early date i n the n e w 
year, legislation w i t h some of these 
provisions has been introduced b y 
Touse Ways and M e a n s Commit tee 

C h a i r m a n D a n Ros tenkowski (D-IL). 
These pieces of legislation mclude the 
Tax S impl i f icat ion B i l l of 1993 ( H R 13) 
a n d the Technical Correct ions B i l l of 
1993 (HR-17) , 

In both bi l ls are provis ions to: 

* el iminate five-year averaging of a 
l u m p s u m dis tr ibut ion, w h i c h can 
currently be used as a means to spread 
out or reduce the immediate tax impact 
of such a pension dis t r ibut ion . 

* repeal the death benefit exclusion, 
whereby a beneficiary of a p l a n 
participant m a y shelter $5,000 of a 
death distribution from federal 
taxation. 

SAR-SEPs, QPs Affected 

* S A R - S E P s (SEP plans w i t h a salary-
reduct ion arrangement) w o u l d be 
a l l o w e d an increased number of 
participants. 

* The current 50% part ic ipat ion 
requirement for a S A R - S E P w o u l d be 
eUminated. 

* Contr ibut ion,Umits to plans 
cover ing the sel f -employed w o u l d be 
altered. . , 

* A d d i t i o n a l provis ions deal w i t h 
non-discr iminat ion rules for qual i f ied 
cash or deferred arrangements and 
matching contributions. 

* Rules on h i g h l y compensated 
employees w o u l d also be a l t e r e d . I Q 

RolIovers/TSA's—Continued from page 1 

or separation f rom service. The effect of 
this change was to make it m u c h harder 
to move funds f rom a T S A to an I R A . 
The T S A holder's need to separate f rom 
service was a requirement that could 
not be met b y most active teachers. 

Current Rules 

U C A 1992 has again made it m u c h 
easier to move money f rom a T S A to an 
I R A . A s discussed i n recent newsletter 
articles, there is no longer the 
requirement that there must be a l u m p 
s u m dis tr ibut ion or a separation f r o m 
service. A l m o s t a l l distr ibutions on or 
after 1-1-93 are eligible to be rol led over. 
In general, the m a i n distr ibutions w h i c h 
are not eligible are: (1) a required 
m i n i m u m distr ibut ion; and (2) a 
payment w h i c h is part of a schedule of 
payments w h i c h is to last for 10 years or 
more. 

Will Perceived "Safety" Prompt 
More TSA-to-IRA Rollovers? 

A l t h o u g h there have been a relatively 
smal l number of insurance company 

failures that have resulted in default on 
annuity payments and other 
obligations, there is some feeling i n the 
marketplace that a fu l ly insured 
investment, such as that available w i t h 
an I R A account at a f inancial inst i tut ion, 
may be a safer place to keep retirement 
dollars. But there may be a trade-off, 
however, g iven the current s l u m p in 
interest rates p a i d on insured C D 
investments i n m a n y parts of the 
country. Earnings i n a f inancial 
institution-based I R A may be lower, 
depending on the investment vehicles 
available. 

Will Competition for These Dollars 
Develop? 

I R A custodians and insurance 
companies must realize that there m a y 
be more competi t ion for the 403(b) 
deposits than there has been i n the past. 
F inancia l institutions w h i c h cannot 
accept or ig inal deposits into 403(b) 
annuities may n o w seek these funds as 
I R A rollovers. I Q 

i 
P/an now to take advantage of 
extensive training in the pension 
topics of your choice, during this 
three-day workshop held at one of 
Minnesota's finest resorts. 

August 8-11,1993 
Madden's Conference Center, Brainerd, Minnesota 
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••Check It Out Prohibited Transactions Must 
Remain a Priority Concern 

W i t h recent I R A changes o c c u p y i n g 
the attention of f inancial inst i tut ion 
pens ion specialists, it's understandably 
diff icult to mainta in adequate 
concentration o n al l the necessary I R A 
administrat ion basics. W i t h the need 
for new I R A plan documents, 
a m e n d i n g requirements, restrictions o n 
rollovers f rom other plans to I R A s , and 
expectations of what may lie ahead on 
the legislative h o r i z o n for I R A s , it's 
easy to forget about some of the more 
static but nonetheless important aspects 
of I R A administrat ion. 

O f these areas of ongoing I R A 
concern, one of the least forg iv ing of 
shortcomings and failures is the area of 
prohibi ted transacdons. The concept of 
the "prohibi ted transaction" stems f r o m 
C o d e section 4975 and E R I S A objectives 
to protect an I R A account f rom the 
possibi l i ty of loss through bad 
judgement, or intentional 
mismanagement. 

Some of the other possible I R A 
administrat ion infractions - excess 
contributions for example - can be 
made right w i t h a m i n o r fine a n d / o r 
other corrective action. But once 
commit ted, prohibi ted transactions are 
"f inal" , and have the effect of removing 
the tax-sheltered status f rom an I R A 
account. Specifically, w h e n a 
prohibi ted transaction occurs the 
account balance is deemed to be 
distr ibuted as of the first day of that 
year, and must be reported as earned 
income i n that year A very harsh 
result! Penalties may also be levied. 

Clearly, this is a very good reason to 
a v o i d commit t ing (or part ic ipating i n as 
custodian/trustee) a prohibi ted 
transaction. -j— ; 

Some Common Prohibited 
Transactions 

A m o n g the most frequently 
encountered prohibi ted transactions 
are; 

* P l e d g i n g of I R A assets as collateral 
for a loan. I R A s clearly should not be 
"encumbered" or p ledged i n this 
manner. 

* B u y i n g f rom - or sel l ing to - one's 
o w n I R A account, as i n the case of an 
accountholder purchas ing shares of 
stock that his or her I R A account holds . 
This is true even if the fair market value 
is p a i d . The stock could, be sold on the 
open market and the proceeds rol led 
back into an I R A . But a direct sale to 
the accountholder is prohibi ted. 

* Leas ing or renting an IRA's real 
estate assets to a relative, or a business 
controlled b y the accountholder or 
reladve. Here there is clearly the 
potential to "short change" the I R A 
account, thus the prohibi ted status of 
such a transaction. 

* A f inancial inst i tut ion acting as I R A 
trustee sel l ing b a n k - o w n e d investments 
to the I R A . 

* Bank directors or officers direct ing 
assets (in a self-directed account) into 
bank or parent h o l d i n g company stock. 
This is prohibi ted because such a 
transaction c o u l d leave the officer w i t h 
loyalties d i v i d e d between the bank 
entity and the I R A plan . N o situation 
in w h i c h there w o u l d be an incentive or 
opportuni ty for the p l a n to be taken 
advantage of negadvely w i t h respect to 
its earnings, is to be a l l o w e d . 

This does not mean that bank 
customers, or even employees of a 
bank, cannot purchase that bank's (or 
its parent company's) stock as a self-
directed investment. So long as these 
i n d i v i d u a l s are not in a posit ion to act 
on the bank's behalf to influence 
policies or decisions that might n m 
counter to the I R A account's best 
interest, there is no prohibi ted 
transaction. 

Enforcement, and Prohibited 
Transaction Determination 

W h i l e the authority for this category 
of infraction rests w i t h the C o d e and 
E R I S A , and the IRS itself is charged 
w i t h the responsibi l i ty to impose any 
potential excise taxes for prohibi ted 
transactions, the Department of Labor 
( D O L ) is responsible for enforcement. 
The D O L actually has the authority to 
grant exemptions for transactions 
w h i c h might otherwise be considered 
"prohibi ted" , under certain 
circumstances. 

Furthermore, the D O L has a 
procedure whereby it w i l l review a 
situation and issue a letter determining 
whether a transaction is prohibi ted. 
This is a lengthy process, however, a n d 
it is s impler and generally wiser to 
a v o i d potential prohibited transaction 
territory whenever possible. 

(For further reference on prohibi ted 
transactions w e direct y o u to past issues 
of The Pension Digest, specifically the 
N o v e m b e r 1990 and December 1989 
issues. O r y o u m a y w i s h to review the 
discussion of prohibited transactions in 
Chapter 3 of C o l l i n W. Fr i tz & 
Associates' I R A Procedures Manual . ) tQ 

Question: In 1992 our customers, 
Manuel and Christina Silva, had 
compensations of $65,488 and $565 
respectively. They are both age 53. 
What are the possibilities for their 
IRA contributions. 

• A n s w e r . 
1. They each may have their o w n 

contr ibution based on their respective 
incomes. M a n u e l w o u l d be eligible for 
a $2,000 contribution. Chr is t ina w o u l d 
be ehgible for a $565 contribution. 

2. A n o t h e r alternative is that they 
also may have "spousal I R A s " for 
1992. In this case they could split the 
m a x i m u m joint contr ibution of $2,250 
any w a y they wanted as lo n g as no 
more than $2,000 was contributed for 
any one person. In order to qual i fy for 
the spousal situation, Chr is t ina w o u l d 
need to instruct the I R A custodian that 
she elected to be treated as not h a v i n g 
any compensation. 

A l t h o u g h their m a x i n i u m 
contributions decreases $315 (from 
$2,565 to $2,250), they m a y feel it more 
important to have the contributions 
spht more equally between their two 
accounts (or their cash f l o w may not 
permit them to make the f u l l 
contr ibution of $2,565). W h e n one 
spouse elects to be treated as not 
h a v i n g any compensation, this gives 
the couple the abil i ty to allocate more 
funds to one spouse's I R A than 
otherwise w o u l d be the case. I Q 

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

N e w IRS F o r m 575 G i v e s 
U p d a t e d R u l e s for — = 
R e p o r t i n g P e n s i o n I n c o m e 
o n 1992 Tax R e t u r n s 

Taxpayers (and those assisting 
taxpayers) h a v i n g pension or annuity 
income that must be reported on their 
1992 income tax returns have been 
advised that the IRS' newest 
Publ icat ion 575 offers updated 
guidance. 

The taxation of l u m p - s u m 
distr ibutions is discussed, w i t h special 
emphasis on the 20% w i t h h o l d i n g rule 
on distr ibutions eligible for rollover, 
brought about b y the U n e m p l o y m e n t 
Compensat ion A m e n d m e n t s of 1992. 

C a l c u l a t i n g the taxation of annuit ies 
us ing the " s i m p l i f i e d general ru le " is 
also covered by this updated 
document . I Q 
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