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Summary of Data Processing 
Requirements Upon IRA Seven-Day 
'"'znt of Revocation 

In the A p r i l Pension 
l)!Ci'^~' Vvc-iis'^'i^'.^'d in 

great detail the wi thdrawal ot 
current year contributions, 
nc luding the newly expanded 

definition of that term. This month we 
w i l l discuss the consequences of an IRA 
revocation, wh ich has certain similarities. 
W e w i l l give particular emphasis to the 
data processing aspects of such transac-

, tions. (Please contact us if you wish addi-
I tional copies of the A p r i l Pension Digest.) 

The Internal Revenue Code's regula­
tion 1.408-6(d)(4)(ii) stipulates that a 
person w h o has established a new IRA 
plan (not a n e w contribution to a n exist­
ing plan) has the right to revoke or "dis­
establish" the I R A , wi th in seven days of 
the date it was established. In such cases 
the entire init ial contr ibution amount 
must be refunded. 

Data Processing and the Revocation 
Process 

The original contribution is reported 
on a F o r m 5498. A regular or spousal IRA 
contribution w i l l be reported in Box 1, a 
rollover contribution (even if it is an 
excess contribution) in Box 2. Note that 
SEP or transfer contributions are not 
reported. 

A c c o r d i n g to the IRS instructions: 

1. If the contr ibut ion was a regular 
contr ibut ion, then complet ion of the 
1099-R depends on whether any related 
income was returned to the revoking 
=iccountholder. In most cases, no income 

•eturned. 

a. If no income was returned, then 
enter the gross amount in Box 1, $0.00 in 
Box 2a, and 8 in Box 7. 

b. If income was returned, then 
e'^ter the f r j Q c o am'>.Jr't ' T ' '̂ f";> *, 

income in box 2a. Box 7 is then complet­
ed w i th a code 1 if the accountholder is 
under age 59-1/2 or an 8 if 59-1/2 or 
older. 

Note that the I R S instructions do no 
address a situation in which a contribu­
tion is made in one year and the revoca­
tion dis t r ibut ion is taken in the next. It 
w o u l d be our recommendat ion in such 
situations that you use a mul t ip le code 
" I P " in cases where the accountholder 
is less than 59-1/2 years of age, and a 
code " P " if over 59-1/2. 

This opens a much broader subject of 
mul t ip le code use, w h i c h we w i l l 
expand upon in the July issue of The 
Pension Digest. 

2. If the contr ibut ion is a rollover, a 
transfer or a S E P contribution, the IRA 
custodian must complete Boxes 1 and 
2a wi th the gross amount.) The I R A cus­
todian is to complete Box 7 wi th the 
applicable code of— once again — a 1 if 
the accountholder is under age 59-1/2, 
an 8 if the accountholder is 59-1 / 2 or 
over. 

There is an addi t ional rule that has 
the effect of ma k i ng the IRA "revocation 
proof" as of the date of the init ial 
deposit. That is the rule that a l lows an 
I R A custodian to furnish an I R A disclo­
sure statement seven days in advance of 
the first deposit. The plan should also 
contain language specifying that the 
seven-day right of revocation only 
applies when the p lan agreement and 
the disclosure statement are furnished at 
the same time. I Q 

Notice 93-26 
Describes New 
Participant Waiver 
of 30-Day Consent 
Period for QP 
Distributions 

Because the dis tr ibut ion of assets 
from 401(a) qualified retirement plans 
can have substantial tax consequences 
for a plan participant, pension law has 
been writ ten to provide a certain degree 
of guidance and protection against dis­
tributions that might not be in a partici­
pant's best interest. This at times even 
includes protection against potential 
errors in their o w n judgment. 

T w o related regulations have been 
pertinent to this objective. Under section 
411(a)(ll)(c) of the income tax regula­
tions, a plan participant's consent to a 
distr ibution — as for example in the case 
of termination of employment— is not 
val id unless the participant receives 
notice of their rights under the plan, 
I N C L U D I N G T H E I R R I G H T T O D E F E R 
A D I S T R I B U T I O N B Y W I T H H O L D I N G 
'. A i M S E N ' f , T.^ io-:-; ''i ' i inys tu t not move 
than 90 days before such a distribution. 

Continued on page 2 
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Section 402(f), the second pertinent 
regulation,-requires that a writ ten expla­
nation of the p lan participant's rol lover 
options, and other special tax rules, be 
given. The same 90 d a y / 3 0 day notifica­
tion period applies. 

The Unemploymen t Compensa t ion 
A m e n d m e n t of 1992 ( U C A 92) intro­
duced greater Q P (and 403(b)) rol lover 
options, and prov ided for 20% wi th­
ho ld ing for those funds distr ibuted 
rather than rolled over to another plan. 
This altered the writ ten notification 
requirement to include explanation of 
the new direct rollover opt ion, the 
m u c h greater rol lover flexibil i ty now 
available for fund movements, and the 
potential tax consequences to the 
accountholder. 

Rules "Protected" Participant 

M o r e than just protecting the right to 
be informed, 411(a)(ll)(c) has in the past 
also served the function of discouraging 
the "consumption" of retirement sav­
ings by those of pre-retirement age. 

Under the pre-Notice 93-26 rules, even a 
participant's o w n election to receive a 
dis tr ibuHon D I D N O T B E C O M E V A L I D 
until the end of 30 days from the time of 
notice. 

(Note that this consent rule and 30-
day wai t ing period d i d not apply to sit­
uations wherein the participant was of 
"normal retirement age," or was receiv­
ing a cash-out of vested benefits of less 
than $3,500, or was receiving a dis t r ibu­
tion from a government plan.) 

But Not ice 93-26, issued M a y 3,1993, 
now al lows A N Y Q P participant to 
waive their right to 30-days notice 
before a distr ibution, and to receive this 
distr ibution, or execute a rol lover trans­
action, before si.ich a 30-day per iod has 
elapsed. . 

Notice 93-26's relaxation of pr ior 
requirements has taken place fo l lowing 
a request for comment made by the 
Internal Revenue Service and the 
Treasury, wh ic h sought opinions on the 
appropriateness of the 90/30 day period 

required by sections 411(a)(li) and sec­
tion 402(f). 

Mos t wh o commented believed that 
some relaxation of the rules was war­
ranted. O n one end of the spectrum, 
some felt that an annual notice to ail 
plan participants should be considered 
adequate, rather than the necessity of 
notification on an ind iv idua l p lan par­
ticipant basis. O n the more conservative 
end of the spectrum, others felt that the 
30-day "no dis t r ibut ion" period should 
be retained except in cases where a par­
ticipant elected to make a direct 
rollover. 

F o l l o w i n g evaluation of the com­
ments received, the IRS and Treasury 
•detenmined t h a t A e 90'-day compopent : 
of the notification process should be 
maintained — a l lowing notice no more 
than 90 days before dis tr ibut ion — but 
the 30-day component relaxed. This , 
they concluded, wou ld ensure t imely 
notice of options and tax consequences, 
but wou ld relieve the parties of the bur-

Continned on page 3 

FDIC Notice Update: What are "Affected Accounts?" 
The F D I C requirement to notify customers of reductions in m a x i m u m insurance coverage for certain retirement p lan 

accounts has caused great concern and confusion among many financial institutions. Briefly, the new rules l imi t insurance cov­
erage of IR A and certain other self-directed plan accounts to a m a x i m u m of §100,000 coverage in A G G R E G A T E , not $100,000 
per account. 

One of the most common and critical points of confusion is that of w h i c h customers must receive this Notice, w h i c h is to be 
sent by October 10, 1993 (or - in certain cases, by an instrument's first date of maturi ty after October 10, 1993). 

After init ial ly recommending that all accountholders receive this Notice, the F D I C — fo l lowing a public comment per iod — 
modified its posit ion to require the Notice be sent only to " ... those customers who have deposit accounts that could potential­
ly be affected by the rule changes... " 

Interpretations Are Many, All But One Are Wrong 

Various interpretations of what this means have surfaced, and become evident in the great number of consult ing calls taken 
on this subject. Some financial institutions interpret this to mean that they must on ly send the Not ice to depositors who have 
more than one of the potentially affected accounts, such as an I RA and a self-directed K e o g h plan. Others have interpreted the 
rules to mean only those customers wi th mul t ip le plans whose aggregate balance exceeds $100,000, and who w i l l therefore be 
immediately impacted by a loss of coverage when the new rule takes effect December 19, 1993. 

These interpretations, and others like them, are wrong. Quo t ing from the F D l C ' s supplementary instructions for the final 
regulat ion," ... the institution must notify all customers W H O H A V E T H E T Y P E S O F A C C O U N T S (emphasis ours) affected by 
the rule changes, not just those who have retirement or other accounts that ind iv idua l ly , or in the aggregate, exceed the 
$100,000 l i m i t . . , " 

A l l customers who have either an IRA, self-directed Keogh p lan accounts, "457" p lan accounts, OR accounts where an 
insured institution is acting in a fiduciary capacity, must receive the Notice, For most institutions, the greatest number of cus­
tomers affected w i l l be those wi th an RIA or Keogh account, A L L O F W H I C H must receive the Notice, regardless of their 
account balances. 

For further information, consult ing customers may call our H O T L I N E at 1-800-346-3961, I Q 
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den of nn enforced wai t ing per iod of 30 
days before a Q P distr ibut ion could take 
place. 

Retention of the 30-day wai t ing peri­
od as a means to discourage pre-retire­
ment wi thdrawals was deemed by IRS 

and Treasury to be unnecessary. They 
noted that the expanded opportunities 
for rollovers, and the generally wel l 
articulated and understood negative 
consequences of pre-retirement wi th ­
drawals made the mandatory 30-day 
wa i t ing period unnecessary, IF T H E 
P L A N P A R T I C I P A N T C H O O S E S T O 
W A I V E IT. 

It is, however, still a p lan administra­
tor's responsibil i ty to observe the 90/30 
dayiguicielines. The plan participant, 
must still be given the O P P O R T U N I T Y 
to consider — for at least 30 days — the 
decision of whether or not to elect a 
direct rollover. It is on ly at T H E I R 
opt ion that the 30-day wai t ing period 
may be waived , if they have had an 
opportuni ty to make an informed deci­
sion, and so choose. 

Hozv About 403(b) Annuities? 

Briefly, the rule w i t h regard to sec­
tion 403(b) annuities is not affected by 
these changes. Payors must still p rov ide 
notice of (direct) rol lover options w i t h i n 
a "reasonable time pe r iod" prior to 
m a k i n g a dis t r ibut ion, but need not 
comply w i th the 90/30 day 401(a) Q P 
dis t r ibut ion rule. The 90/30-day guide­
lines are considered appropriate, how­
ever, and a 403(b) payor w i l l be consid­
ered to have met the test of "reasonable 
time pe r iod" if they comply w i t h these 
rules, w i t h ihc luodif icai ions sei l o i l h 
by Not ice 93-26. Pp 

The rollover of qualified plan distribu­
tions is a current "hot topic" in the pension 
industr)'. One reason is that U C A 92 has 
altered certain past practices and assump­
tions, leaving a significant amount of uncer­
tainty as to what distributions are — and 
are not — qualified for rollover. 

But since long before U C A 92, there 
have been thorny questions aboitt what 
constitutes an allowable rollover from a 
qualified plan to another plan. Letter Ruling 
9315031, issued January 21,1993, is a case in 
point and stems from a situation pre-dating 
U C A 92. It addresses and answers — for 
this set of case facts at least — the question 
of whether a qualified plan participant may 
roll over funds distributed from a QP to an 
IRA belonging to liis or her spouse. 

In the case ruled upon, a participant 
received on March 21,1992 a qualified total 
distribution (as defined in section 
402(a)(5)(E)(i)(II) of the Internal Revenue 
Code) from a qualified profit sharing plan. 
This distribution was split up and deposit­
ed into three separate lRj\s, $60,000 and 
$100,000 into two IRAs of his own, and 
$100,000 into an IRA maintained in the 
name of his spouse. 

Apart from any other consideration, the 
success of a rollover attempt hinges on 
whether the receiving account or plan con­
forms with the requirements of an "eligible 
retirement plan" as defined under Code 
section 402(a)(5)(E)(iy). Only if it does so, 
can funds deposited there maintain their 
tax sheltered status, and not be required to 
be included in one's gross income. 

To this end, the Q P accountholder asked 
the IRS to rule that: 

1. His spouse's IRA be deemed to be an 
"eligible retirement plan," and 

2. The amount rolled over to her 
account from his dishibution be considered 
a valid rollover, and not be required to be 
included in his gross income. 

While certain of the required conditions 
were met, and the rollover transaction took 

place within the required 60 days, one key 
requirement was — in the eyes of the IRS — 
N O T met. That provision requires that the 
IRA receiving the rollover be "... for the 
exclusive benefit of an individual or his 
beneficiaries..." (after death). 

Tlie spouse's IRA tliat received the distri­
bution was created for the benefit of that 
spouse, not for the benefit of the plan partic­
ipant who rolled over part of his qualified 
total distribution into it. Thus her IRA was 
not a "qualified retirement plan" for pur­
poses of receiving funds belonging to him. 

Tliis answer to question #1 also answers 
question #2: the amount rolled over was 
not deemed to be a valid rollover, and must 
be included in his gross income. 

A Better Course of Action 

We know of no reason why this Q P plan 
participant could not have simply opened 
another IRA account to receive the $100,000 
that he deposited in Ws spouse's IRA. Had 
he done so, he would have saved himself 
the painful tax consequence of having to 
include that $100,000 in income for the year 
in question. 

A guiding principle that must be consid­
ered when moving or managing one's 
retirement plan assets, is that in general one 
cannot transfer one's plan assets to another 
person prior to one's own death. Were it 
possible to do so, one could imagine all 
manner of scenarios in which an individual 
in a liigWy taxed income tax bracket would 
transfer assets to an individual in a lower 
tax bracket, for the purpose of reducing the 
tax burden on those assets, or modifying 
the nomial distribution structure. 

Whose responsibility is it to inform such 
plan participants of the consequences of 
their action? 

The IRS says it is the responsibility of the 
accountholder to observe the IRS Rules & 
Regs. But legally, the financial institution 
could be held liable. A completed rollover 
certification clarifying responsibilities 
would be helpful for the institution. I Q 
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Contribution 
. Trust lu 

of Unencumbered Property to Plan 
dged a Prohibited Transaction ^ 

In the current economic climate, 
many businesses find themselves chal­
lenged to meet financial obligations. 
One of these obligations, not surpr is ing­
ly, is the funding of pension plans. 

One such company, faced w i t h a 
need to satisfy its defined benefit pen­
sion plan funding obligations, chose to 
contribute several pieces of real proper­
ty to meet these obligations. 

M o r e specifically "the f i rm" con­
tributed several unencumbered proper­
ties to the trust fund that supported its 
tax-qualified defined benefit plans, then 
credited the propei'.les' fair miarket 
value against its m i n i m u m funding 
obligation under ERISA, 

This raised once again the long-unan­
swered question of whether property — 
rather than cash — may be contributed 
to a pension plan. 

This action on the part of the firm 
was init ial ly determined to be a prohib­
ited transaction, and tlie f irm found to 
be responsible for the payment of "sub­
stantial excise taxes." But this case fol­
lowed a long and tortuous course, ul t i ­
mately i nvo lv ing the Commiss ioner of 
Internal Revenue, the U.S. Tax Cour t , 
the 5th Ci rcu i t Cour t of Appeals , and 
the U.S. Supreme Court . Final resolu­
tion of this case came on M a y 24,1993. 

How was it resolved? 

The first action was taken by the 
Commiss ioner , w h o ruled this contribu-

action under 26 U.S .C . section 
4975(c)(1)(A), wh ich forbids "any direct 
or indirect. . . sale or exchange ... of.. . 
property between a plan and a disqual i ­
fied person such as the employer of 
those covered by such a plan." The com­
missioner interpreted the transfer of this 
property for the purpose of satisfying 
the firms' pension funding obligations 
as such a prohibi ted sale or exchange. 

The Commiss ioner further made the 
point that in the handl ing of its income 
taxes, the f i rm treated the disposal of 
the properties it contributed to the pen­
sion plan as the sale or exchange of a 
capital asset. Further evidence, he 
deemed, that the definit ion of "sale or 
exchange" had been met for purposes of 

employ ing the prohibited transaction 
statute. 

But the Tax Court d i d not support the 
Commissioner's position. It took the posi­
tion that a reading of section 4975(f)(3) 
limits the application of 4975(c)(1)(a) to 
the end that only transfers of "encum­
bered" propert)' are prohibited. 

The Cour t of Appea ls supported the 
posit ion of the Tax Court , and also read 
4975(f)(3) as " i m p l y i n g that unless it is 
encumbered by a mortgage or l ien, a 
transfer of property is not to be treated 
as if it were a sale or exchange." The 
Cour t fur!her contended that the treat­
ment of a transfer of property as a "sale 
or exchange" for income tax purposes is 
irrelevant from a pension perspective, 
"because section 4975 was not enacted 
to measure economic income." 

But a majority of the U.S. Supreme 
Cour t disagreed. The Cour t took the 
posit ion that past judicial history has 
indeed established that the transfer of 
property to satisfy a monetary obl iga­
tion is not only a well-established 
income tax rule, but has been deter­
mined to apply as wel l to pensions 
under 4975(c)(1)(A). It is, the Cour t con­
tended, at least an indirect sale, and a 
form of exchange, w i t h the law clearly 
forbidding "any direct or indirect . . . sale 
or exchange ... of property between a 
plan and a disqualif ied person ... " 

The Cour t expressed its posi t ion that 
it was Congress ' intent to expand rather 
fhan l imi t rh^ c.r'^r\t:> r\i inr^ t ^ r o b i b i t e d 

transaction provis ion. It interpreted this 
by Congress' action extending the "sale 
or transfer" interpretation to include the 
transfer to a plan of encumbered prop­
erty that was N O T required to satisfy a 
funding requirement. Essentially, the 
court took this to mean that A N Y trans­
fer of property to a plan constituted a 
"sale or exchange," and thus was a pro­
hibited transaction if it included a dis­
qualified person. 

The Cour t explained its interpreta­
tion in favor of further prohibi t ions on 
the transfer of property to a pension 
plan trust; 

Quo t ing from the majority op in ion , " 
... this construction of the statute's broad 

language is necessary to accompl i sh 
Congress' goal. Before E R I S A ' s enact­
ment" ... there was ... "an open door for 
abuses such as the sponsor's sale of 
property to the plan at an inflated price 
or the sponsor's satisfaction of a f imding 
obligation by contr ibut ion of property 
that was overvalued or non l iqu id . 
Congress' response to these abuses 
included ... the addi t ion of section 4975 
to the Internal Revenue Code . " 

The Cour t noted that w h i l e the prop­
erties at issue in this case were not 
encumbered, and were not overva lued 
when transferred to the plan, there were 
costs — salts Coiiiaiissiuns - - lo ine 
eventual sell ing of these properties, and 
one property was not sold for three and 
one-half years after being listed for sale 
by the pension trust. Clear evidence, in 
its opinion, of the kinds of compl ica­
tions involved w h e n property rather 
than cash is pa id to a plan. 

The Cour t further stated that in gen­
eral terms, "... as long as a pension fund 
is g iv ing up an account receivable in 
exchange for property, the fund runs 
the risk of g iv ing up more than it is get­
ting in return if the property is either 
less valuable or more burdensome than 
a cash contr ibution w o u l d have been." 

Thus, the firm in question was guil ty 
of part icipating in a prohibi ted transac­
tion, and liable for the appropriate 
excise taxes. Under Code section 4975, 
an excise tax equal to 5% of the amount 
involved in the prohibited transaction is 
assessed tor each year, for each p ro lub i l -
ed transaction. Section 4975(b) also 
states that when the transaction is not 
corrected wi th in the taxable per iod, a 
further tax — a "second tier" tax — is 
imposed, wh ic h is 100% of the amount 
involved . 

To give some sense of h o w expensive 
a prohibited transaction can be, this par­
ticular firm faced first-tier (5%) excise 
taxes of $749,000 for fiscal year 1985, 
and $482,000 per year for '83 and '85 to 
'88 inclusive. Second tier (100%) excise 
tax l iabi l i ty was $9,655,000. Total first 
and second tier excise tax l iabi l i ty was 
approximately $12.8 mi l l i on . 

A very expensive mistake. Ip 
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