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The Definition Game— 
Modified Adjusted Gross Income 

T h e t e r m , " m o d i f i e d 
a d j u s t e d gross i n c o m e " 

( M A G I ) a p p l i e s to a l l three 
types of I R A s — t r a d i t i o n a l . 

R o t h a n d E d u c a t i o n . F o r the tra
d i t i o n a l I R A , it is 

u s e d to d e t e r 
m i n e , i n the case 

of a p e r s o n w h o is a n a c t i v e p a r t i c i p a n t , 
w h a t p o r t i o n of h is or her c o n t r i b u t i o n is 
d e d u c t i b l e . F o r the R o t h I R A a n d the 
E d u c a t i o n I R A , it is u s e d to d e t e r m i n e 
w h e t h e r o r n o t a p e r s o n is e v e n e l i g i b l e to 
m a k e a c o n t r i b u t i o n a n d if so , h o w m u c h . 

T h e p r o b l e m i s — t h e d e f i n i t i o n of this 
.am d i f f e r s d e p e n d i n g o n the t y p e of 
I R A . H o w o n e ca lcula tes M A G I is n o t the 
s a m e for e a c h t y p e of I R A . 
M A G I for the Traditional IRA 

C o d e s e c t i o n 219 a n d sec t ion 408 c o n 
t a i n the p r i m a r y l a w s w h i c h g o v e r n a tra
d i t i o n a l I R A . A s is w e l l k n o w n , the T a x 
R e f o r m A c t of 1986 i m p o s e d l i m i t s as to 
h o w m u c h a p e r s o n c a n d e d u c t for h i s o r 
her I R A c o n t r i b u t i o n b a s e d u p o n w h e t h e r 
or not he or she (the spouse ) is a n a c t i v e 
p a r t i c i p a n t a n d their a d j u s t e d g r o s s 
i n c o m e . 

C o d e s e c t i o n 219(g)(3)(A) c o n t a i n s the 
d e f i n i t i o n of a d j u s t e d g r o s s i n c o m e a n d 
reads as f o l l o w s : 

"(A) A D J U S T E D G R O S S I N C O M E . -
Adjusted gross income of any taxpayer sfiall 
be determined-

(i) after application of sections 86 and 
469, and 

(ii) without regard to sections 135, 137, 
and 911 or the deduction allowable under 
this section." 

C o d e s e c t i o n 86 c o v e r s s o c i a l s e c u r i t y 
a n d tier 1 r e t i r e m e n t benef i ts . C o d e sec
t i o n 469 sets f o r t h l i m i t a t i o n s o n p a s s i v e 
a c t i v i t y losses a n d c r e d i t s . C o d e s e c t i o n 
135 c o v e r s i n c o m e f r o m U . S . s a v i n g s 
b o n d s u s e d to p a y h i g h e r e d u c a t i o n 

t u i t i o n a n d fees. T h i s is r e p o r t e d o n F o r m 
8815. C o d e sec t ion 137 a l l o w s a d e d u c t i o n 
for cer ta in a d o p t i o n ass is tance p r o g r a m s . 
C o d e s e c t i o n 911 a l l o w s a c i t i z e n o r res i 
d e n t of the U n i t e d States w h o is l i v i n g 
a b r o a d to e x c l u d e , w i t h i n l i m i t s , f o r e i g n 
e a r n e d i n c o m c r a n d f o r e i g n h o u s i n g cost . 

T h e IRS has a t t e m p t e d to s i m p l i f y this 
d e f i n i t i o n a n d c a l c u l a t i o n . O n p a g e 11 of 
the IRS P u b l i c a t i o n 590, the f o l l o w i n g g e n 
era l s ta tement is m a d e , "your MAGI is the 
amount on the line 'adjusted gross income' as 
located on page 1 of your Form 1040, but modi
fied by figuring it without taking any; 

a. IRA deduction; 

b. Foreign earned income exclusion; 

c. Foreign housing exclusion or deduction; 

d. Exclusion of series EE bond interest shown 
on Form 8815, or 

e. Exclusion of employer paid adoption agree
ment shown on Form 8839." 

T h e IRS has d e v i s e d f a i r l y c o m p l i c a t e d 
w o r k s h e e t s a n d s c h e d u l e s to s h o w h o w 
M A G I is c a l c u l a t e d w h e n a p e r s o n is 
r e c e i v i n g s o c i a l s e c u r i t y benef i t s , has 
r e c e i v e d a n I R A d i s t r i b u t i o n a n d / o r w i s h 
es to m a k e a d e d u c t i b l e I R A c o n t r i b u t i o n . 
T h e s e are set f o r t h i n the IRS P u b l i c a t i o n 
590. 

W i t h the t r a d i t i o n a l I R A , it has a l w a y s 
b e e n the r u l e that the taxable a m o u n t d i s 
t r i b u t e d t h r o u g h o u t the y e a r is a d d e d to 
a r r i v e at M A G I . T h a t is , d i s t r i b u t i o n s f r o m 
the t r a d i t i o n a l I R A m a y h a v e the r e s u l t of 
i n c r e a s i n g one ' s A G I (if a n a c t i v e p a r t i c i 
pant) s u f f i c i e n t l y s o that h e o r s h e 
b e c o m e s p a r t i a l l y or t o t a l l y i n e l i g i b l e to 
c l a i m a d e d u c t i o n for a t r a d i t i o n a l I R A 
c o n t r i b u t i o n . 

W h e n f u n d s are r o l l e d o v e r o r c o n v e r t 
e d f r o m a t r a d i t i o n a l I R A to a R o t h I R A , 
the a m o u n t d i s t r i b u t e d f r o m the t r a d i t i o n 
al I R A is i n c l u d e d i n one ' s M A G I . It 
a p p e a r s that the p e r s o n w h o m a k e s s u c h a 
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States Laws -
Impact On 
Roth and 
Education IRAs 

State l a w s d o i m p a c t the n e w R o t h a n d 
E d u c a t i o n I R A s . In m a n y states there w i l l 
be u n c e r t a i n t y u n t i l a state acts to a d o p t 
the s a m e n e w tax l a w s as the f e d e r a l g o v 
e r n m e n t a d o p t e d i n the T a x p a y e r R e l i e f 
A c t o f 1997. T h e l a w s of s o m e states 
r e q u i r e their respec t ive l eg i s la tures to 
enact c o n f o r m i n g tax l a w changes . T h e 
c o n c e p t b e i n g - a state c a n n o t de legate to 
the federa l g o v e r n m e n t the d u t y to rev i se 
state l a w s . 

O t h e r states a p p a r e n t l y h a v e l a w s 
w h i c h p e r m i t a n y federa l tax l a w c h a n g e 
to a u t o m a t i c a l l y be a d o p t e d for state l a w 
p u r p o s e s . 

A n y t i m e a n e w tax l a w is p a s s e d , there 
is a l w a y s the i ssue of w h e t h e r or n o t a 
state w i l l a d o p t the n e w l a w . T h e r e is n o 
r e q u i r e m e n t to d o so. 

M o s t states a d o p t the f e d e r a l tax l a w 
c h a n g e s for s i m p l i c i t y reasons . It is easier 
to a d m i n i s t e r a state's tax l a w s w h e n the 
s t a r t i n g p o i n t is a p e r s o n ' s f e d e r a l ad just 
ed gross i n c o m e ( F A G I ) . M o s t states t ry to 
l i m i t the n u m b e r of a d j u s t m e n t s w h i c h 
are m a d e to F A G I . T a x p a y e r s f i n d these 
a d j u s t m e n t s c o n f u s i n g , a n d a l a r g e 
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Definition Game—Continued from page 1 

r o l l o v e r / c o n v e r s i o n i n 1998 w i l l i n c l u d e 
o n l y 2 5 % of the d i s t r i b u t i o n i n h i s o r h e r 
M A G I ( a n d n o t the f u l l 100%). T h u s , b y 

n g o v e r f u n d s to a R o t h I R A , the p e r -
m a y lose the a b i l i t y to d e d u c t s o m e o r 

a l l of h i s o r h e r c o n t r i b u t i o n to a t r a d i t i o n 
a l I R A because h i s or her M A G I increases . 
In a d d i t i o n , the d i s t r i b u t i o n f r o m the tra
d i t i o n a l I R A m a y cause s o m e s o c i a l s e c u 
r i t y benef i t s to b e c o m e taxable . 
M A G I for the Roth IRA 

C o n t r i b u t i o n s to a R o t h I R A are l i m i t e d 
b a s e d u p o n one 's m o d i f i e d ad jus ted g r o s s 
i n c o m e . 

C o d e s e c t i o n 408A(c)(3)(C)(i) sets f o r t h 
the d e f i n i t i o n of ad jus ted gross i n c o m e . 
Subsect ix jn (c) of sec t ion 4 0 8 A sets f o r t h 
the c o n t r i b u t i o n l i m i t s w h i c h are b a s e d 
u p o n "applicable limits" a n d "modified adjusted 
gross income." T h e d e f i n i t i o n of a d j u s t e d 
gross i n c o m e reads as f o l l o w s : 

"(1) adjusted gross income shall be deter
mined in the same manner under section 
219(g)(3), except that any amount included 
in gross income under subsection (d)(3) (i.e. 
rollovers from an IRA other than a Roth IRA) 
shall not be taken into account and the 
deduction under section 219 shall be taken 
into account . " (The parenthet ica l w a s 
added.) 

servotions 
I . T h e a m o u n t r o l l e d o v e r f r o m a t r a d i 

t i o n a l I R A is not taken i n t o a c c o u n t for 
p u r p o s e s of ei ther the $100,000 " e l i g i b i l i t y 
to r o l l o v e r " test or for the l i m i t s - t i e d , 
a n n u a l R o t h c o n t r i b u t i o n s (i.e. 0, $95,000 
a n d $150,000). 

2. If the p e r s o n c l a i m s a tax d e d u c t i o n 
f o r h i s o r h e r c o n t r i b u t i o n to a t r a d i t i o n a l 
I R A , th is w i l l r e d u c e the p e r s o n ' s M A G I 
for p u r p o s e s of b e i n g e l i g i b l e to m a k e a 
r o l l o v e r ( i ^ . the $100,000 l i m i t ) a n d a l s o 
f o r p u r p o s e s o f d e t e r m i n i n g the a m o u n t 
p e r m i t t e d to be c o n t r i b u t e d to the R o t h 
I R A . 

Examples of M A G I for the 
Traditional IRA a n d the Roth IRA 

Example #1. C l a i r e H u n t is s i n g l e a n d is 
a n a c t i v e p a r t i c i p a n t . She has A G I f r o m 
other sources of $22,000. In 1998, she 
d e c i d e s to w i t h d r a w $20,000 f r o m h e r t ra 
d i t i o n a l I R A a n d she ro l l s it o v e r to a R o t h 
I R A . C l a i r e m u s t i n c l u d e $5,000 (25% of 
$20,000) i n i n c o m e for 1998,1999, 2000 
a n d 2001. T h u s , her M A G I for t r a d i t i o n a l 
I R A p u r p o s e s for 1998 w i l l be $27,000. 
S ince she is u n d e r the base a m o u n t of 

000, she w i l l b e able to d e d u c t a c o n 

t r i b u t i o n of $2,000 to her t r a d i t i o n a l I R A . 
A l t e r n a t i v e l y , she is e l i g i b l e to m a k e a 
$2,000 c o n t r i b u t i o n to a R o t h I R A . H e r 
M A G I for R o t h p u r p o s e s is $22,000. S h e 
c o u l d a l so s p l i t the $2,000 c o n t r i b u t i o n 
a m o u n t b e t w e e n a t r a d i t i o n a l I R A a n d a 
R o t h I R A . 

E x a m p l e #2. In 1999, C l a i r e has A G I 
f r o m o t h e r sources of $24,000. She d e c i d e s 
to w i t h d r a w a n d r o l l o v e r a n a d d i t i o n a l 
$6,000 i n 1999. She w i l l be r e q u i r e d to 
i n c l u d e th i s $6,000 i n h e r M A G I c a l c u l a 
t i o n . A n d she w i l l a lso be r e q u i r e d to 
i n c l u d e the $5,000 f r o m the 1998 d i s t r i b u 
t i o n . T h u s , she has M A G I of $35,000 for 
t r a d i t i o n a l I R A p u r p o s e s . A f t e r a p p l y i n g 
the f o r m u l a : 

2,000 X (35.000 - 30.000 (threshold level)) = 1,000 
10,000 

she q u a l i f i e s to d e d u c t $1,000 of a n y t r a d i 
t i o n a l I R A c o n t r i b u t i o n . T h u s , her c o n t r i 
b u t i o n o p t i o n s for 1998 are: (1) m a k e a 
d e d u c t i b l e c o n t r i b u t i o n of $1,000 to a t ra 
d i t i o n a l I R A a n d a n o n d e d u c t i b l e c o n t r i 
b u t i o n of $1,000 to the t r a d i t i o n a l I R A ; (2) 
m a k e a d e d u c t i b l e c o n t r i b u t i o n of $1,000 
to the t r a d i t i o n a l I R A a n d a $1,000 c o n t r i 
b u t i o n to a R o t h I R A ; or (3) m a k e a $2,000 
c o n t r i b u t i o n to a R o t h I R A . N o t e that her 
M A G I for R o t h I R A p u r p o s e s is $24,000. 

Example #3. J u l i a K u h n is s i n g l e a n d is 
a n a c t i v e p a r t i c i p a n t . S h e has A G I f r o m 
other sources of $94,000. She d e c i d e s to 
w i t h d r a w $28,000 i n 1998 f r o m her t r a d i 
t i o n a l I R A a n d she ro l l s it o v e r to a R o t h 
I R A . J u l i a m u s t i n c l u d e $7,000 (25% of 
$28,000) i n i n c o m e for 1998,1999, 2000 
a n d 2001. 

F o r t r a d i t i o n a l I R A d e d u c t i o n p u r p o s e s , 
her M A G I of $101,000 far exceeds the 
d e d u c t i b l e base a m o u n t o f $30,000. S h e is 
e l i g i b l e to m a k e a $2,000 c o n t r i b u t i o n to a 
t r a d i t i o n a l I R A , b u t it w o u l d be a n o n d e 
d u c t i b l e c o n t r i b u t i o n . 

H e r M A G I for p u r p o s e s of the R o t h I R A 
for 1998 is $94,000. T h i s is t rue for p u r p o s 
es of d e t e r m i n i n g w h e t h e r she is e l i g i b l e 
to m a k e a r o l l o v e r to a R o t h o r to m a k e a 
c o n t r i b u t i o n to a R o t h . Because h e r 
$94,000 is less t h a n the $100,000 r o l l o v e r 
l i m i t , she q u a l i f i e s to r o l l o r c o n v e r t h e r 
t r a d i t i o n a l I R A f u n d s to a R o t h I R A . 
Because her $94,000 is less t h a n the 
$95,000 l i m i t w h i c h a p p l i e s to a s i n g l e p e r 
s o n , she m a y m a k e a $2,000 c o n t r i b u t i o n 
to a R o t h I R A for 1998. 
The Education IRA 

A s w i t h the R o t h I R A , the a m o u n t 
w h i c h a p e r s o n m a y c o n t r i b u t e to a n 
E d u c a t i o n I R A o n behal f of a d e s i g n a t e d 
b e n e f i c i a r y is l i m i t e d b a s e d u p o n h i s o r 

h e r M A G I ( a n d j o i n t M A G I i n the case of 
a j o i n t r e t u r n ) . 

C o d e s e c t i o n 530(c)(2) sets f o r t h the def
i n i t i o n f o r E d u c a t i o n I R A p u r p o s e s : 

"(2) M O D I F I E D adjusted gross income. -
For purposes of paragraph (1) (i.e. the ratio 
tests), the term 'modified adjusted gross 
income' means the adjusted gross income of 
the taxpayer for the taxable year increased 
by the amount excluded from gross income 
under section 911, 931 or 933." 
T h i s d e f i n i t i o n is d i f f e r e n t t h a n that 

w h i c h a p p l i e s for the t r a d i t i o n a l a n d the 
R o t h I R A . S e c t i o n 931 sets f o r t h r u l e s f o r 
i n c o m e f r o m sources w i t h i n G u a m , 
A m e r i c a n S a m o a , or N o r t h e r n M a r i a n a 
I s l a n d s a n d S e c t i o n 933 sets f o r t h r u l e s for 
i n c o m e f r o m sources w i t h i n P u e r t o R i c o . 

A p e r s o n d o e s s t i l l rece ive the benef i t of 
a n y t r a d i t i o n a l I R A d e d u c t i o n . 

A s w i t h the t r a d i t i o n a l I R A ( in contrast 
w i t h the R o t h ) there is n o e x c l u s i o n for 
E d u c a t i o n I R A M A G I p u r p o s e s for the 
a m o u n t w i t h d r a w n f r o m a t r a d i t i o n a l I R A 
a n d r o l l e d o v e r or c o n v e r t e d to a R o t h 
I R A . 

E x a m p l e #1. D a n n y L a u is m a r r i e d to 
T e r e s a . T h e i r c o m b i n e d ad jus ted gross 
i n c o m e is $153,000. E a c h m a k e s a $2,000 
d e d u c t i b l e I R A c o n t r i b u t i o n s ince ne i ther 
is a n a c t i v e p a r t i c i p a n t i n a n e m p l o y e r -
s p o n s o r e d p l a n . T h e i r c o m b i n e d M A C , 
f o r E d u c a t i o n I R A p u r p o s e s is $149,000. 
T h e y w o u l d b e e l i g i b l e to m a k e I R A c o n 
t r i b u t i o n s o n behal f of a d e s i g n a t e d bene
f i c i a r y . 

E x a m p l e #2. T h e s a m e Ju l ia K u h n 
e x a m p l e as d i s c u s s e d a b o v e . She h a d A G I 
f r o m o t h e r sources of $94,000. She w i t h 
d r e w $28,000 i n 1998 f r o m her t r a d i t i o n a l 
I R A a n d s h e r o l l e d it o v e r to a R o t h I R A . 
J u l i a m u s t i n c l u d e $7,000 (25% of $28,000) 
i n i n c o m e f o r 1998,1999, 2000 a n d 2001. 

F o r t r a d i t i o n a l I R A d e d u c t i o n p u r p o s e s , 
h e r M A G I w a s $101,000. 

A s m e n t i o n e d a b o v e , her M A G I for 
p u r p o s e s o f the R o t h I R A for 1998 is 
$94,000. 

F o r p u r p o s e s of the E d u c a t i o n I R A c a l 
c u l a t i o n s , h e r M A G I is a lso $101,000. She 
o n l y q u a l i f i e s to m a k e a p a r t i a l I R A c o n 
t r i b u t i o n because her M A G I exceeds the 
base a m o u n t of $95,000. She c o u l d m a k e 
E d u c a t i o n I R A c o n t r i b u t i o n s o n b e h a l f of 
o n e or m o r e d e s i g n a t e d benef i c ia r ies i n 
the a m o u n t of 6 / 1 5 x $500 or $200. 

S u m m a r y . A p e r s o n w i l l n e e d to c a l 
c u l a t e h i s o r her M A G I separa te ly for e a c h 
t y p e of I R A , as d i f f e r e n t ru les a p p l y . I Q 
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S m a l l e m p l o y e r s , i n c l u d i n g o n e - p e r s o n 
bus inesses , w e r e f irst e l i g i b l e to e s t a b l i s h 
S I M P L E - I R A p l a n s o n a n d after J a n u a r y 1, 
1997. S l M P L E - l R A p l a n s m u s t be estab
l i s h e d o n a c a l e n d a r - y e a r bas i s—1997 , 
1998,1999, etc. 

T h e bas ic c o n c e p t of the l a w i s — a n 
e m p l o y e r m u s t i n f o r m its e m p l o y e e s 
a n n u a l l y that it w i l l be s p o n s o r i n g a 
S I M P L E - I R A p l a n , that it w i l l m a k e a 
m a t c h i n g c o n t r i b u t i o n of 1-3%, a n d that 
each e l i g i b l e e m p l o y e e m a y m a k e e lec t ive 
de fer ra l s i n a n a m o u n t not e x c e e d i n g the 
lesser of 1007o of c o m p e n s a t i o n o r $6,000. 

A f a r m e r , r a n c h e r o r o t h e r self-
e m p l o y e d p e r s o n m u s t n o w d e c i d e 
b e t w e e n a S I M P L E - I R A , S E P , P r o f i t 
S h a r i n g or M o n e y P u r c h a s e p l a n . If a per
s o n f u n d s a n o t h e r p l a n , he o r she 
b e c o m e s i n e l i g i b l e to f u n d a S I M P L E p l a n . 
In m a n y s i t u a t i o n s a o n e - p e r s o n b u s i n e s s 
w i l l choose the S I M P L E - I R A p l a n . 

Reminder-SIMPLE-IRA Plans 
Can Be Wonderful for 
Self-Employed Individuals 

T h e a t t rac t ive features of the S I M P L E -
I R A are: 

1. T h e r e is n o c o n t r i b u t i o n p e r c e n t a g e 
l i m i t for a S I M P L E - I R A as there is w i t h a 
p r o f i t s h a r i n g p l a n (15% of c o m p e n s a 
t ion) , S E P p l a n (15% of c o m p e n s a t i o n ) 
a n d a m o n e y p u r c h a s e p l a n (25%). 

F o r e x a m p l e , a f a r m e r w i t h net e a r n i n g s 
of $24,000 c o u l d c o n t r i b u t e $6,000 p l u s a 
3 % m a t c h for a total c o n t r i b u t i o n of 
$6,720. U n d e r a p r o f i t s h a r i n g p l a n the 
15% l i m i t w o u l d a p p l y , the spec ia l c o m 
p e n s a t i o n l i m i t w o u l d a p p l y , a n d there
fore the m a x i m u m c o n t r i b u t i o n a m o u n t 
w o u l d be $3,010. 

T h e r e are s o m e t a x p a y e r s w h o h a v e 
p r e v i o u s l y - a c q u i r e d w e a l t h a n d c o u l d 
s t i l l a f f o r d a $6,720 c o n t r i b u t i o n o n net 
e a r n i n g s of o n l y $24,000. 

2. T h i s l a c k of a c o n t r i b u t i o n l i m i t w i l l 
i n f l u e n c e t a x p a y e r s to r e c o n s i d e r w h e t h e r 
they s h o u l d s p l i t i n c o m e b e t w e e n a h u s 
b a n d a n d a w i f e . P r e v i o u s l y , the l a w 
i n f l u e n c e d a c o u p l e to a l locate a l l of a 
b u s i n e s s ' s net e a r n i n g s to o n e of the 
s p o u s e s ra ther t h a n to s p l i t it . R a t h e r t h a n 
p a y the s e l f - e m p l o y m e n t (social security') 
tax b y b o t h spouses , the i n c o m e w a s a l l o 
cated to just o n e s p o u s e a n d then the 
so c ia l s e c u r i t y p o r t i o n of the tax w a s 
e n d e d at the taxable w a g e base a m o u n t 
(i.e. $62,400). 

T h e S I M P L E creates a n i n c e n t i v e to 

n o w a l loca te s o m e of the net e a r n i n g s to 
the o t h e r s p o u s e . 

F o r e x a m p l e , i n the a b o v e s i t u a t i o n , if 
$18,000 w a s a l l o c a t e d to the h u s b a n d a n d 
$6,000 to the s p o u s e , t h e n e a c h c o u l d 
defer $6,000, p l u s each w o u l d r e c e i v e the 
3% m a t c h . T o t a l d e d u c t i b l e c o n t r i b u t i o n 
i n this s i t u a t i o n w o u l d be $12,720. 

A g a i n , there are s o m e t a x p a y e r s w h o 
h a v e p r e v i o u s l y - a c q u i r e d w e a l t h a n d 
c o u l d s t i l l a f f o r d a $12,720 c o n t r i b u t i o n o n 
jo int net e a r n i n g s of o n l y $24,000. 

3. T h e s p o n s o r i n g e m p l o y e r is not 
r e q u i r e d to p r e p a r e a n y F o r m 5500 for the 
S I M P L E - I R A p l a n . 

4. A r g u a b l y , it is easier for a n e m p l o y e r 
a n d the e m p l o y e e s to d e t e r m i n e w h o 
m u s t be c o v e r e d u n d e r the p l a n s ince the 
r e q u i r e m e n t is b a s e d u p o n c o m p e n s a t i o n 
e a r n e d i n the p r i o r t w o years . 

5. T h e r e is n o r e q u i r e m e n t that a n 
e m p l o y e r use the S I M P L E - I R A p l a n each 
a n d e v e r y year . T h e e m p l o y e r c a n c h o o s e 
f r o m y e a r to y e a r as to w h e t h e r it w a n t s 
to use a p r o f i t s h a r i n g p l a n o r a S I M P L E -
I R A p l a n . In very g o o d y e a r s , a n e m p l o y 
er m o s t l i k e l y w o u l d l i k e to use a p r o f i t 
s h a r i n g p l a n s ince it w o u l d a l l o w f o r a 
m u c h l a r g e r c o n t r i b u t i o n . H o w e v e r , there 
is a m a j o r l i m i t a t i o n . T h e e m p l o y e r m u s t 
m a k e its d e c i s i o n be fore the y e a r s tarts 
a n d n o t m i d - y e a r o r after the e n d of the 
year . P^^ 

State Laws—Continued from page 1 

a m o u n t of n o n c o m p l i a n c e resul ts because 
q u i t e a f e w t a x p a y e r s a n d tax p r e p a r e r s 
are not w e l l v e r s e d in the fact that d i f f e r 
ent ru les a p p l y at the f e d e r a l a n d state 
leve ls . 

M o s t states w i l l a d o p t a l l of the n e w 
federa l l a w s r e g a r d i n g R o t h I R A s a n d 
E d u c a t i o n I R A s . S o m e states w i l l a d o p t 
o n l y a p o r t i o n of the n e w federa l tax l a w s . 
A n d a f e w m a y n o t a d o p t a n y of the n e w 
l a w s . A n I R A a c c o u n t h o l d e r m u s t u n d e r 
s tand the l a w s of his or her state. 

T h e p o s s i b l e tax uncer ta i n t i es are: 
1. A m o u n t s w i t h d r a w n f r o m the t r a d i 

t i o n a l I R A a n d r o l l e d o v e r / c o n v e r t e d i n 

1998 rece ive , at the f e d e r a l l e v e l , the spe
c ia l tax t rea tment that 25% of the a m o u n t 
d i s h - i b u t e d is taxed i n 1998,1999, 2000 
a n d 2001. T h i s is a t y p e of i n c o m e a v e r a g 
i n g . 

A state c o u l d c h o o s e to tax the ent i re 
d i s t r i b u t i o n i n 1998 or it c o u l d c h o o s e to 
d o the f o u r - y e a r a v e r a g i n g a p p r o a c h . 

2. If the r e c i p i e n t is u n d e r age 59 1 / 2 , 
then the 10% exc ise tax is not assessed 
u n l e s s the p r o p o s e d technica l c o r r e c t i o n s 
are enac ted . A state m a y or m a y not 
c h o o s e to assess the 10% excise tax i n the 
s a m e f a s h i o n . 

3. T h e e a r n i n g s of a R o t h o r E d u c a t i o n 

I R A w o u l d be taxable at the state l e v e l if 
there is n o c o n f o r m i n g l a w e n a c t e d . S u c h 
e a r n i n g s w o u l d be r e p o r t a b l e to the state 
b u t not the IRS. C o n v e r s e l y , d i s t r i b u t i o n s 
w o u l d not be taxable , a n d there fore F o r m 
1099-Rs w o u l d not a p p l y at the state l eve l 
Conclusion. S o m e t r a d i t i o n a l I R A 
a c c o u n t h o l d e r s w i l l w i s h to w a i t u n t i l 
later i n the y e a r , after the state tax l a w 
issues h a v e been se t t led , to t ransact the i r 
r o l l o v e r / c o n v e r s i o n , p 
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Discussion of 1997 Form 5500-EZ and Schedule P 
AVho Uses the Form 5500-EZ? 

The Form 5500-EZ can be used for a oneperson 
retirement plan if the person sponsoring the plan 
meets all of the following conditions: 

1. The plan is a one-participant plan. If the spon
soring business is a sole proprietorship, then the 
plan may cover only the owner of the business and 
his or her spouse. If the sponsoring business is a 
partnership, then the plan may cover only one or 
more partners (and spouses). 

2. The plan meets the section 410(b) coverage 
rules without having to be combined with any 
other plan sponsored by the same sponsor. 

3. The plan does not provide benefits for anyone 
who is not a participant. 

4. The plan does not cover a business that is a 
member of a group of businesses under common 
control, a controlled group of corporations or an 
affiliated service group. 

5. The plan does not cover a business wfuch 
leases employees. 

If all five of these conditior^ are not met, then 
the sponsoring business must file the Form 5500-
C / R . 

Who Does Not Need to File the Form 
5500-EZ or the Form 5500-C/R? 

N o filing is necessary if the plan sponsor meets 
•he five requirements listed aboveajid if the plan 

onsor had one or more plans that tiad total plan 
assets of $100,000 or less at the end of every plan 
year ending after January 1,1994. 
Which One-Participant Plans Must File 
the Form 5500-EZ? 

A one-partidpant plan must file the Form 5500-
E Z if the plan sponsor had one or more plans thai 
had total combined plan assets of more than 
$100,000 at the end of any plan year ending after 
January 1,1994. 

A one-partidpant plan which is required to file 
the Form 5500-EZ must complete and file it for the 
first year wliich is required and then for every year 
thereafter. Tfiat is, it is no longer possible to file a 
Form 5500-EZ and then not file one for the next 
year 

A special rule applies to terminafing plaas. A l l 
one-participant plans must file a Form 5500-EZ for 
their final plan year even if total plan assets have 
always been less than $100,000. The final plan year 
is the year in wtiich distribution of all plan assets is 
completed. 

Changes in Filing Rules Summarized 
T o r 1994 and prior years, one-partidpant plans 

that held $100,000 or less in total plan assets at the 
end of any plan year did not lia ve to file the Form 
5500-EZ (or any other information return) for that 
plan year. For 1995 and later years, one-partidpant 
• (̂ans tliat held more than $100,000 at the end of 

y plan year beginning on or after January t, 1994, 
must file a Form 5500-EZ for the year the assets 
exceeded $100,000 and for each year thereafter. 

even if total plan assets were reduced to $100,000 or 
less at a later date. For example, if plan assets in a 
plan that otherwise satisfies the requirements for 
filing the Fonri 5500-EZ totaled $110,000 at the end 
of the 1994 plan year, and a 
distribution occurred in 1995 
so that total plan assets were 
$85,000 at the end of the 1995 
plan year, a Form 5500-EZ 
must be filed for the 1995 plan 
year and all future years. 

Penalties for Failing to File 
The IRS imposes a penalty of $15 a day (up to 

$15,000) for not filing this form. 

Where to File 
This form is filed with the IRS Service Center i n 

Memphis, Tennessee 37501-0024. 

Filing Deadline 
For most people, the deadline is July 3 1 , 1 9 9 8 . 

Tecfinically, the deadline is the last day of the sev
enth month following the end of the plan year. It is 
possible to obtain an extension by filing Form 5558. 
A 2 1/2 morith extension may be obtained. 

Explanation 
The IRS has furnished a .sample and a supple

mental explanation. These are set forth on the 
enclosure along with the Schedule P. The 1997 form 
is very similar to the previous years' forms. Most 
items on the form are self-explanatory. But here are 
a few comments. 

1. Line 4(a). The person must funrish the opin
ion letter number which the IRS has issued to the 
finandal institution if the person is using an institu
tion's prototype. Tliis is an audit question. If the 
institution has an " o l d " prototype (i.e. one with an 
opinion letter before June of 1990), the IRS v^^ll be 
contacting the person. Bemember, plans must be 
updated in a timely fashion by both the institution 
sponsoring the prototype and also by the business 
person. The instihjtion must update its prototype, 
and the customer must timely adopt this updated 
prototype. 

2. Line 4(b) asks if tliis plan covers self-
employed persons, partners, or a 100?o ov '̂ne^ of a 
corporation. The IRS wants to be able to determine 
to which of these categories the person belongs. 

3. Line 7(a), about fijlly-insured plans, will not 
apply to most plan sponsors unless they have 
established the plan with an irLsurance company. 

4. Line 703) and 7(c) deal with contributions. 
Plan contributions should be in cash. Question 7(c) 
is asking if there were any noncash contributions 
(an audit question). 

5. Line 7(d) asks for the amount of plan distribu
tions to participants or benefidaries. This includes 
amounts rolled over whether by use of Code sec
tion 401(a)(31) or not. If the plan distributes an 
asset other than cash, include the current value'ti.e. 
fair market value) at the time of distribution. 

However, when an annuity or an insurance con
tract is distributed, insert the cash value at the 
time of distribution. 

6. Line 7(e) asks for the amount of those dis
tributions which are nontaxable. Examples 
would be — the return of non-deductible 
employee contributions, and payments which 
qualify for the death-lKnefit exclusion. 

7. Line 7(f) asks for the amount of transfers to 
other plans. The IRS means "transfers" under 
Code section 414(1) and not direct rollovers 
wtiich are treated as distributions. 

8. Line 7(g) asks for the amounts received by 
the plan for reasoas other than the standard 
employer contributioas. Examples are - rollover 
contributions, direct rollover contributions, 
transfers and the receipt of earnings on plan 
investments. 

9. Line 10 asks if there are other anployees. 
Having additional employees is not necessarily a 
sign the plan sponsor is doing anything wrong. 
The IRS might check later to see if the plan spon
sor has covered these employees property. 

10. Line 11(b) asks if there were any distribu
tions in a form other than a (3JSA (qualified joint 
and survivor annuity). The form of payment 
must be a QJSA unless special waivers are exe
cuted or the plan is a profit sharing plan which 
is not subject to the QJSA rules. Many people 
wi l l need to answer tiris question "yes." 
Example, a person was paid a lump-sum distrib
ution from a profit .stiaring plan; a person was 
paid a lump-sum distribution from a money 
purchase plan after receiving the spouse's waiv
er; a person was paid a partial distribution from 
a profit sharing plan; or a person was paid a par
tial distribution from a money purcliase plan 
after receiving the spouse's waiver 

11. Line 11(c) asks if there were any loans to 
married partidpants. Although most people 
with profit sharing and money purcfiase Keoghs 
understand tfiat they themselves cannot borrow 
from their plan, sometimes they are unaware 
tha t they ca nnot ma ke loa ns to their spouses. 
Summary 

The filing requirements for the 1997 Form 
5500-EZ have changed very little from 1996. If 
your finandal institution does not assist with the 
preparation of the Form 5500-EZ, then we would 
suggest you send a reminder notice to your busi
ness customers enabling them to determine 
whether the 1997 Fonri 5500-EZ must be filed. 
The IRS still takes the position tliat the Schedule 
P may only be filed as an attachment to the Form 
5500-EZ, and it may not be filed separately. A n d 
remember, those employers with more than one 
partidpant are required to file either the Form 
5500-C/R or Form 5500. F Q 



SCHEDULE P 
(Form 5500) 

Inieinnl Ruvemic SorviCD 

Annual Return of Fiduciary 
of Employee Benefit Trust 

• File as an attachment to Form 5500, 5500-C/R, or 5500-EZ. 
• For ttie Papenwork Reduction Notice, see the Form 5500 instructions. 

0 M B No. 1210-0016 

mi 
This Form Is Open to 

Public Inspection. 

For trust calendar year 1997 or fiscal year tjeginnlng , 1997. and ending , 19 

la Name of trustee or custodian 

b Number, street, and room or suite no. (If a P.O. box, see tfie instructions for Form 5500, 5500-C/R, or 5500-EZ.; 

c City or town, state, and ZIP code 

b Trust's employer identification number 2a Nam.e of trust 

3 Name of plan if different from name of trust 

4 Have you furnished the participating employee benefit plan(s) with the trust financial information required 

to be reported by the planfs)? d Yes D No 

5 Enter the plan sponsor's employer identification number as shown on Form 5500, 
5500-C/R, or 5500-EZ • | \ 

Under penalties of perjury, I declare tha; I have examined this schedule, and to the best of my knowledge and belief it is true, correct, and complete. 

Signature of fiduciary Date » 
Instructions 
Section references are to the Internal Revenue Code. 

Purpose of Form 
•you may use this schedule to satisfy the requirements under 
section 6033(a) for an annual information return from every 
section 401(a) organization exempt from tax under section 
501(a). 

Filing this form will start the running of the statute of 
limitations under section 6501(a) for any trust described in 
section 401(a), which is exempt from tax under section 
501(a). 

Who May File 
1. Every trustee of a trust created as part of an employee 

benefit plan as described in section 401(a). 
2. Every custodian of a custodial account described in 

section 401(0. 

How To File 
File Schedule P (Form 5500) for the trust year ending with or 
within any participating plan's plan year Attach it to the Form 
5500, 5500-C/R, or 5500-EZ filed by the plan for that plan 
year A separately filed Schedule P (Form 5500) will not be 
accepted. 

If the trust or custodial account is used by more than one 
plan, file one Schedule P (Form 5500). If a plan uses more 
than one trust or custodial account for its funds, file one 
Schedule P (Form 5500) for each trust or custodial account 

Trust's Employer Identification Number 
Enter the trust employer identification number (EIN) assigned 
to the employee benefit trust or custodial account, if one has 
been issued to you. The trust EIN should be used for 

transactions conducted for the trust. If you do not have a 
trust EIN, enter the EIN you would use on Form 1099-R to 
report distributions from employee benefit plans and on Form 
945 to report withheld amounts of income tax from those 
payments. 
Note: Trustees who do not have an EIN may apply for one on 
Form SS-4, Application for Employer Identification Number 
You must be consistent and use the same EIN for all trust 
reporting purposes. 

Signature 
The fiduciary (trustee or custodian) must sign this schedule. 
If there is more than one fiduciary the fiduciary authonzed by 
the others may sign. 

Other Returns and Forms That May Be 
Required 
• Form 990-T—For trusts described m section 401(a), a tax 
is imposed on income derived from business that is 
unrelated to the purpose for which the trust received a tax 
exemption. Report this income and tax on Form 990-T, 
Exempt Organization Business Income Tax Return. (See 
sections 511 through 514 and the related regulations) 
• Form 1099-R—If you made payments or distributions to 
individual beneficiaries of a plan, report those payments on 
Form 1099-R. (See the instructions for Forms 1099, 1098, 
5498, and W-2G.) 
• Form 945—If you made payments or distributions to 
individual beneficiaries of a plan, you may be required to 
withhold income tax from those payments. Use Form 945, 
Annual Return of Withheld Federal income Tax, to report 
taxes withheld from nonpayroll items. (See Circular E, 
Employer's Tax Guide (Pub. 15), for more information.) 
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