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As an IRA custodian/trustee, you will
be preparing the 5498 forms for 2008
and the magnetic media equivalent cor-
rectly. You must file this form with the IRS
by June 1, 2009.

If you'd like to conduct a self-audit of
your 5498s, ask yourself the following
questions:

Question #1: “Did I prepare the form
for as many IRA accountholders and
beneficiaries as the rules require?” The
IRS can assess a penalty for each Form
5498 that you missed. 

An IRA custodian must prepare a Form
5498 for any IRA accountholder who
falls into one of the following classifica-
tions. (Note that the IRS is concerned
with getting certain contribution informa-
tion and the IRA's fair market value
(FMV) as of 12-31-xx, or the date of
death. Regular, spousal, rollover, SEP,
Roth Conversion, Recharacterizations
and SIMPLE contributions are reported,

but transfer contributions are not.) 
To audit 2008, the classifications are: 

• A regular or spousal contribution made
on behalf of an accountholder during
the period of 1-1-08 to 4-15-09, but
only if such contribution was made for
the 2008 tax year; 

• A rollover contribution made by the
accountholder during the period of 
1-1-08 to 12-31-08; 

• A Roth conversion contribution by the
accountholder during the period of 
1-1-08 to 12-31-08;

• A Recharacterization contribution by
the accountholder during the period of
1-1-08 to 12-31-08;

• An accountholder or a beneficiary who
had an account balance as of 12-31-08;

• A deceased accountholder who had an
account balance as of their date of
death in 2008; 

Continued on page 2
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• A SEP contribution made during the period of 1-1-08
to 12-31-08;

• A SIMPLE contribution made during the period of 
1-1-08 to 12-31-08;

• A Roth IRA contribution made on behalf of the
accountholder during the period of 1-1-08 to 
4-15-09, but only if such contribution was made for
the 2008 tax year.

If a person falls into any of these classifications,
then a 2008 Form 5498 must be generated for that per-
son. Later, an example will be helpful in illustrating the
application of these rules. 

A Special Rule 
A Form 5498 must be generated for each source of

an IRA account. If a person has his or her own IRA, and
then, as a beneficiary, inherits another IRA, the IRA cus-
todian must generate two Form 5498s. If a person has a
beneficiary’s interest in his deceased mother’s IRA, a
beneficiary’s interest in his deceased father’s IRA, plus
his own IRA, then the IRA custodian must generate
three Form 5498s. 

This separate IRA for each separate source of IRA
funds also applies to surviving spouses. That is, if Jane
Doe has her own IRA and she also is the sole benefici-
ary of her just-deceased husband's IRA (John Doe), then
the IRA custodian must generate two Form 5498s for
her. One will be for her personal IRA and the other will
be “Jane Doe as IRA beneficiary of John Doe.” Both
forms will list her Social Security Number. It is assumed
she did not treat his IRA as her own.

Note that the data processing departments and soft-
ware vendors must devise systems which will generate
these separate forms, or you must generate them manu-
ally. There will need to be some system code in addi-
tion to the Social Security Number to instruct the com-
puter system to generate separate forms.

An Example — How many 5498 forms for 2008 must
be prepared?

First Bank of Red Lake, USA had 1,800 IRAs as of 1-
1-08. 1,570 of these were traditional IRAs, 215 were
Roth IRAs, 10 were SEP-IRAs and 5 were SIMPLE-IRAs.

The following events took place in 2008, and
between 1-1-08 and 4-15-09.

With Respect to the Traditional IRAs:

1. 100 IRAs were closed out in 2008. Of these 100, 25
had made contributions for 2008 before closing out.
(Keep in mind that these 100/25 figures are includ-
ed in the 1,570.) 

2. Of the 1,570 accounts, only 450 made regular con-
tributions for 2008, and only 95 made a rollover
contribution. 

3. 85 new IRAs with regular contributions were estab-
lished in 2008, for 2008; 

4. 135 new IRAs with regular contributions were
established in 2009, for 2008. 

5. 15 IRA accountholders died in 2008. Each had two
IRA beneficiaries. 10 of the beneficiaries withdrew
their shares (account balances) before 12-31-08. 

6. 20 Keogh accountholders made contributions to
their Keoghs for 2008. 
How many 2008 Form 5498s is First Bank required

to generate with respect to the traditional IRAs? 

The Calculation
The answer is 1,735. How did we arrive at this num-

ber? There were 1,570 accounts to start with. This num-
ber is reduced by 75 because these accountholders
closed out their accounts and made no other contribu-
tions. Result, 1,495. (A Form 5498 must be prepared for
the 25 who made a 2008 contribution before closing
out the account.) A Form 5498 must be prepared for
each of the new IRAs — so add 220 (135 + 85). Result,
1,715.

The 15 deceased IRA accountholders were included
in the original 1,800 or 1,570 traditional, and the rule
is that you must always generate a Form 5498 for the
year of death. So, there is nothing to be added or sub-
tracted with respect to the decedents. 

Finally, add 20 5498s for the beneficiaries who still
had an account balance as of 12-31-08. Result, 1,735.
There is no need or requirement to prepare a Form
5498 for those beneficiaries who have no account bal-
ance as of 12-31-08. Furthermore, the Form 5498 is for
IRA reporting, so Keogh contributions or year-end bal-
ances should not be included on a Form 5498. 

Self Audit,
Continued from page 1
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With respect to the Roth IRAs:

1. No Roth IRAs were closed out in 2008. 

2. Of the 215 accounts, 100 made regular contribu-
tions for 2008, and only 20 made a rollover contri-
bution. 

3. 50 new Roth IRAs with regular contributions were
established in 2008, for 2008; 

4. 75 new Roth IRAs with regular contributions were
established in 2009, for 2008. 

5. One Roth IRA accountholder died in 2008. There
were three beneficiaries. 

How many 2008 Form 5498s is First Bank required to
generate with respect to Roth IRAs?

The Calculation
The answer is 343. How did we arrive at this number?

There were 215 accounts to start with. A Form 5498
must be prepared for each of the new IRAs — so add
125 (50 + 75). Result, 340.

The one deceased Roth IRA accountholder is includ-
ed in the original 215, and the rule is that you must
always generate a Form 5498 for the year of death. So,
there is nothing to be added or subtracted with respect
to the decedents.

Finally, add three 5498s for the beneficiaries who still
had an account balance as of 12-31-08. Result, 343.
There is no need or requirement to prepare a Form
5498 for those beneficiaries who have no account bal-
ance as of 12-31-08.

With Respect to SEP-IRAs:

1. 2 SEP-IRAs were closed out in 2008 with no other
contributions.

2. 5 existing SEP-IRAs were funded in 2008.

3. 4 new SEP-IRAs were funded in 2008 for 2008.

4. 7 new SEP-IRAs were funded in 2009 for 2008.
How many 2008 Form 5498s are required to be gen-

erated with respect to SEP-IRAs? The answer is 12.
There were 8 existing SEP-IRAs as of December 31,
2008 and there were also 4 new SEP-IRAs. The 7 new
SEP IRAs opened in 2009 will be reported on the 2009
Form 5498.

With Respect to the SIMPLE-IRAs:

1. Additional contributions were made to all five of
the SIMPLE-IRAs;

2. No SIMPLE-IRAs were closed out in 2008;

3. 3 SIMPLE-IRAs were transferred out during 2009;

4. 8 new SIMPLE-IRAs were set up in September of
2008.

5. 4 new SIMPLE-IRAs were set up in 2009.
How many 2008 Form 5498s are required with

respect to SIMPLE-IRAs?
Thirteen. SIMPLE-IRAs are also reported on a calen-

dar year basis. Transactions taking place in 2009 (even
if for 2008) are not reported on the 2008 form.

Summary
A total of 2,103 Form 5498s must be prepared. This

is the sum of:
Traditional IRAs 1,735
Roth IRAs 343
SEP IRAs 12
SIMPLE-IRAs 13

2,103

Payroll Deduction IRA Contributions
Payroll-Deduction IRA Programs have lost favor with

businesses and with IRA Custodians. The concept of
these programs is so simple—an employer decides to
help its employees save for their retirement by for-
warding funds withdrawn from an employee's pay-
check to an IRA custodian. Although one normally
thinks of a payroll-deduction program as dealing with
traditional IRAs, there is no reason there are not pay-
roll-deduction programs for Roth IRAs. Note that the
word "program" is used and not the word "plan."  There
is generally no plan document for an IRA payroll-
deduction program. The employer must be willing to
transmit the IRA funds to the IRA custodian as selected
by each employee. In general, a business should be
willing to offer this special service to all employees.
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What Are Payroll Deduction Contributions?
A payroll deduction IRA is a regular IRA that is fund-

ed by the accountholder who allows the money to be
automatically deducted from his paycheck and deposit-
ed directly into his IRA account. Do not confuse the
Payroll Deduction IRA with a Salary Reduction SEP or a
SIMPLE-IRA plan. The accountholder/employee can
elect to set up the deduction from his or her payroll on
their own, or the employer can initiate the process. The
employer, however, is not required to provide the pay-
roll deduction service.

What is needed to have a payroll-deduction IRA pro-
gram?

An employee needs to have established a traditional
IRA and/or Roth IRA with an IRA custodian. The
employee then needs to authorize the employer to
deduct the IRA contribution amount from his paycheck. 

The employer then must be willing to transmit the
employee's authorized deduction contribution amount
to the IRA custodian on a timely basis. 

What contribution limits apply to payroll-deduction
programs?

The standard IRA contribution limits apply, because it
is the employee who is actually making the contribu-
tion for himself. 

What administrative costs are associated with a pay-
roll deduction program?

There will be costs associated with handling each
employee's request, however, this cost should be nom-
inal. An employer does not have any type of govern-
mental reporting to submit under a payroll-deduction
IRA program. The employer prepares an employee's
Form W-2 in the usual manner regardless of whether or
not an IRA program is in place. It is left up to the
employee to properly reflect the tax effect of this tradi-
tional IRA contribution and/or Roth IRA contribution on
his tax return. Since the employer has not made a con-
tribution, it is generally not entitled to a deduction.
However, any additional payroll costs the employer
must pay to establish and operate the payroll program
will be able to be claimed as a reasonable business
deduction.

How does a payroll-deduction IRA work?
Susannah, age 25, works for Elite Tax Preparation

Company which has offered its employees the opportu-
nity to have deductions taken from their salaries to con-
tribute to IRAs that the employees have set up for them-
selves. The employer makes the contributions by using
electronic deposits. Susannah signs up for the program
and has $125 per paycheck deposited into her Roth
IRA. There are 24 payrolls per year. Her contributions
total $3,000. Since the contribution limit for 2009 is
$5,000 she would be able to contribute an additional
amount of $2,000. 

How does an employer end a payroll-deduction pro-
gram?

It simply makes the decision to end the program. The
employer will need to notify the employees of its dis-
continuance of the payroll deductions. If the employer
uses a payroll service to assist with its payroll work,
then the employer will want to notify this service
provider also.

Is a payroll-deduction IRA program different from an
Employer-Sponsored IRA plan?

Yes. The employer makes contributions with its funds
under an employer-sponsored IRA plan, whereas the
employer only transmits the employee’s own funds
under a payroll-deduction IRA program.

Summary. 
You may wish to check with your business customers

to see if they would want any assistance with operating
a payroll-deduction IRA program. Although your best
bet may be to offer assistance to employers without a
401(k) plan, there is nothing preventing a business with
a 401(k) plan from also offering the payroll-deduction
IRA program. Again, more people should be contribut-
ing to both 401(k) plans and making Roth IRA contribu-
tions. People should be making both types of contribu-
tions and not just the 401(k) contribution. A payroll-
deduction IRA program should be a relatively simple
way to increase the amount of contributions to Roth
IRAs and traditional IRAs.

There are both traditional IRA payroll-deduction pro-
grams and also Roth IRA payroll-deduction programs.
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Terminating a SEP, SARSEP or
SIMPLE-IRA Plan

The IRS has issued a number of statements regarding
terminating a SEP plan, SARSEP plan or a SIMPLE IRA
plan. These statements are set forth below. You will note
that the statements are not identical. An employer has a
great deal of discretion as to when it can terminate a
SEP or SARSEP plan and the employer is not required to
(but should) inform its employees of the discontinuance
of contributions. An employer has no discretion when it
comes to terminating a SIMPLE IRA plan during the cur-
rent year. An employer can only terminate its SIMPLE
Plan on a prospective basis starting next year and the
employer must inform its employees of the plan's ter-
mination for the upcoming year. The purpose of this
article is to suggest that the IRS needs to furnish addi-
tional guidance on terminating any of the above plans
and explain how the termination affects an individual's
IRA or SIMPLE IRA. Current IRS guidance should be
expanded. There are two steps to establishing a SEP
plan, SARSEP plan or SIMPLE plan. First, the employer
completes and signs a plan document form. In the case
of a SEP, the employer generally completes and signs
Form 5305-SEP. In the case of a SARSEP, the employer
completes and signs Form5305A-SEP. In the case of a
SIMPLE IRA plan, the employer completes and signs
either the Form 5304-SIMPLE (no designated financial
institution) or Form 5305-SIMPLE (a designated finan-
cial institution). Secondly, each eligible employee
(including the owner when it is a one person business)
must have an IRA into which the employer contribution
will be made. In the case of a SEP or a SARSEP, a stan-
dard traditional IRA (Form 5305 or Form 5305-A) is suf-
ficient as it authorizes a SEP or SARSEP contribution in
addition to standard. rollover, or recharacterized contri-
butions. In the case of a SIMPLE IRA. the eligible
employee must complete a SIMPLE IRA plan agreement
(either Form 5305-S or Form 5305-SA) as the only type
of contributions authorized are SIMPLE IRA annual con-
tributions or rollover contributions from another SIM-
PLE. The IRS discusses what an employer (including a
one person business) must do when the employer
decides to terminate one of the above plans. See the

statements set forth on the next page. However. the IRS
generally does not discuss what effect the employer's
decision to terminate the "PLAN has on the individual's
underlying traditional IRA or SIMPLE IRA. The IRS, in
general, has given little guidance as to when a SEP IRA
quits being a SEP IRA. This is important for knowing
how to complete box 7 of the Form 5498 or to deter-
mine what rules  apply if the IRA accountholder would
file for bankruptcy. The primary reason for this article is
to emphasize a statement the IRS makes when an
employer chooses to terminate its SARSEP plan. "Upon
termination, the account of each participant retains
the characteristics of a traditional IRA and is subject to
the rules and provisions of IRA accounts." The IRS has
apparently adopted the approach that if an employer
terminates the SARSEP plan, then the funds within the
individual's IRA can no longer be SARSEP funds. Such
funds are now traditional IRA funds. It will be interest-
ing to see if the IRS applies this same rule in the future
to SEP funds and SIMPLE IRA funds. Right now, the IRS
certainly does not say the same thing when an employ-
er terminates a SIMPLE IRA plan. The IRS has not given
guidance as to when a SIMPLE IRA quits being a SIM-
PLE IRA. This is important for knowing how to complete
box 7 of the Form 5498. Most likely, the two year rule
is probably the reason why the SIMPLE IRA does not
automatically become a traditional IRA. It may well be
that the only way a SIMPLE IRA quits being an SIMPLE
IRA (no matter how many years have passed since the
last SIMPLE IRA contribution) is if the funds are express-
ly withdrawn and rolled over into a traditional IRA or
transferred from the SIMPLE IRA to a traditional IRA.
The IRS also does not say the same thing when an
employer terminates a SEP plan as it does when an
employer terminates a SARSEP plan. One wonders why
not. If an employer terminates its SEP plan, then the
funds within the individual's IRA could no longer be
SEP funds and would have to be traditional IRA funds.
The IRS, in general, has given little guidance as to when
a SEP IRA quits being a SEP IRA. This is important for
knowing how to complete box 7 of the Form 5498. The
IRS needs to give additional guidance for both the
employer and the individual accountholders with
respect to SEP IRAs, SARSEP IRAs and SIMPLE IRAs. Set
forth are the IRS statements about termination. 

Continued on page 6
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Terminating a SEP Plan

"Although SEPs are established with the intention of
continuing indefinitely, the time may come when a SEP
no longer suits the purposes of your business. When
that happens, consult with your financial institution to
determine if another type of retirement plan might be a
better alternative. To terminate a SEP, notify the finan-
cial institution that you will not make a contribution for
the next year and that you want to terminate the con-
tract or agreement. Although not mandatory, it is a good
idea to notify your employees that the plan will be dis-
continued. You do not need to give any notice to the
IRS that the SEP has been terminated." 

Terminating a SARSEP Plan 

"If the time comes when a SARSEP no longer suits the
purposes of your business, consult with your financial
institution partner to determine if another type of retire-
ment plan might better suit the needs of the business. To
terminate a SARSEP, notify the financial institution han-
dling the SEP-IRAs that contributions will no longer be
made and that the contract or agreement is being ter-
minated. Upon termination, the account of each partic-
ipant retains the characteristics of a traditional IRA and
is subject to the rules and provisions of IRA accounts.
No notice to the IRS that the SARSEP has been termi-
nated is required.” 

Terminating a SIMPLE IRA Plan 

"If the time comes when a SIMPLE IRA no longer suits
your needs, consult with your financial institution part-
ner to determine if another type of retirement plan (or,
perhaps, no plan at all) might be preferable. A SIMPLE
IRA plan can only be terminated prospectively, begin-
ning no earlier than the next calendar year.
Contributions must continue until then. To terminate a
SIMPLE IRA plan, notify the financial institution that
you chose to handle the SIMPLE IRA plan that you will
not be making contributions for the next calendar year
and that you want to terminate the contract or agree-
ment with it. You must also notify your employees that
the SIMPLE IRA plan will be discontinued. You do not
need to give any notice to the IRS that the SIMPLE IRA
plan has been terminate." ◆

2008 SEP Contributions for Farmers
and Other Employers

Many farmers had very good income years for 2008.
They may be looking for ways to lower their federal
income tax liability. Establishing and funding a SEP IRA
may well be the answer. 

For 2008, the maximum SEP contribution is the lesser
of 25% of compensation or $46,000. If the farmer is in
the 25% tax bracket, contributing $46,000 will reduce
his tax liability by $11,500 since his deducting the
$46,000 SEP contribution means his taxable income
will be $46,000 less than it otherwise would have been.
If your institution would find 20 new SEP customers
contributing the maximum $46,000, you would have
$920,000 of new deposits. These same individuals
might make contributions for next year when the maxi-
mum contribution limit will be $49,000. 

A small business, including a one person business,
establishes a SEP by doing three tasks. First the employ-
er must execute a SEP plan document. This will either
be the IRS Form 5305-SEP or a SEP prototype. Second,
if applicable, the employer must furnish certain infor-
mation about the SEP to each eligible employee.
Thirdly, each eligible employee must establish a SEP-
IRA to receive the employer's SEP contribution. 

The business may set up a SEP for 2008 as late as
March 15, 2009 (corporation with December tax year)
or April 15, 2009 (self-employed with December tax
year) as extended by any extension. 

Employer contributions to a SEP-IRA will not disqual-
ify a person from making a Roth IRA contribution or a
traditional IRA contribution. Making a SEP-IRA contri-
bution does make a person an active participant so their
traditional IRA contribution might not be deductible. 

Individuals establishing SEP-IRAs should consult with
their tax advisor. They certainly should if they have any
part-time or full time employees. 

If it served an individual's tax purpose, an individual
could establish a SEP for 2008 on April 15, 2009 and
then set up a one person 401(k) plan for 2009 and sub-
sequent years on the same day. ◆

Continued on page 7

Understanding Form 1099-R,
Continued from page 5
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Direct Rollovers
from a Traditional IRA

It is still an infrequent event, but there are times
when an individual elects to move funds from his or her
traditional IRA or Roth IRA to a qualified plan, a gov-
ernmental section 457 plan or a section 403(b) plan. To
simplify things, the individual many times wants the
IRA custodian to issue the check to the qualified plan
rather than himself or herself. An IRA custodian is never
required to send the funds directly to the employer
plan. An IRA custodian may always inform the employ-
er and the individual that they won't send the funds to
the employer. Rather, the IRA custodian will make the
distribution to the individual and he or she may roll it
over, if desired. Many IRA custodians, however, choose
to be nice and accommodate the individual. The pur-
pose of this article is to discuss the reporting to be done
by the IRA custodian. 

Technically, this transaction is not a direct rollover
since the law defines that transaction as being the
movement of funds from a qualified plan, a govern-
mental section 457 plan or a section 403(b) plan to an
IRA. The reverse transaction is not defined as a direct
rollover. However, as an administrative matter, the IRS
has adopted the same reporting procedures for this
transaction. 

The IRA custodian is to report the total amount of
the distribution in Box 1. The IRA custodian is to report
zero (0) in box 2a when funds are sent to an employer
plan or when funds are withdrawn from a conduit IRA
and paid to the plan trustee. Reason code G is to be
inserted in Box 7. 

Funds within a traditional IRA may be rolled over
into a qualified plan, a governmental section 457(b)
plan or a section 403(b) plan. However, funds within an
inherited traditional IRA are ineligible to be rolled over
or directly rolled over into a qualified plan, a govern-
mental section 457(b) plan or a section 403(b) plan. 

No Direct Rollovers from a Roth IRA
Funds within a Roth IRA plan are ineligible to be

rolled over into qualified plan, a governmental section
457(b) plan or a section 403(b) plan even if such a plan
has designated Roth accounts. Funds within an inherit-
ed Roth IRA plan are also ineligible to be rolled over
into qualified plan, a governmental section 457(b) plan
or a section 403(b) plan even if such plan has designat-
ed Roth accounts.

We believe it is only a matter of time before the large
financial institutions exercise their strong lobby to
change the tax rules so that funds within a Roth IRA will
be eligible to be directly rolled over into a designated
Roth account within a qualified plan, governmental
section 457(b) plan or section 403(b) plan. ◆
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When Not to Change a Distribution Code on Form 1099-R and Why Not. 
People make mistakes. Sometimes a financial insti-

tution will make mistakes. Sometimes it is your cus-
tomer who make the mistakes. Sometimes the mis-
take is made by your customer's attorney, account-
ant or financial planner. There are right ways and
wrong ways to correct mistakes. Some mistakes can-
not be corrected. 

This article illustrates a customer's mistake which
the IRA custodian must not try to correct. 

An IRA representative called CWF with the follow-
ing situation. If possible, her management wanted
her to change a distribution or transaction code as
was being requested by a customer. 

Background 

A woman had maintained an IRA with another
financial institution. In March of 2008 she withdrew
the funds from that other institution and made a
rollover contribution to the IRA she established with
Institution #A. She invested her IRA rollover funds
into a 6 month time deposit. Upon maturity in
September of 2008 she withdrew the funds from
Institution #A. She completed a distribution form.
She did not complete any transfer form. Presumably,
she contributed these funds to an IRA with another
financial institution (Institution B). 

Institution #A prepared a 2008 1099-R for her IRA
distribution in September. She has recently come to
the bank and requested that the bank change its
records to show that the funds were transferred to
another financial institution rather than being dis-
tributed to her. Presumably, her tax advisor has
informed her of the once per year rollover rule. The
distribution she took in September was ineligible to
be rolled over into another IRA because she had
already made a rollover contribution within the pre-
ceding 12 months. If she did attempt to rollover this
amount to another IRA custodian, it would be an
excess contribution regardless if Institution #A
changed its records. However, if Institution #A
changes it records, it won't look like an ineligible
rollover to the IRS. 

The reason why a financial institution acting as an
IRA custodian does not want to change the distribu-
tion code in this situation is that it would be tax
fraud. She received a distribution and she is ineligi-
ble to roll it over . She must include this amount in
her income and pay tax on it. Her IRA funds were
not transferred. They were distributed to her. It may
well be that she did not know about the once per
year rollover rule and that she has had to learn a tax
lesson the hard way. But Institution #A does not want
her problem to become it's problem. That may well
happen if Institution A decides to change its distribu-
tion code. The tax laws and the instructions for
preparing the Form 1099-R require Institution #A to
prepare a Form 1099-R reporting all IRA distribu-
tions (except those which are transfers). 

What penalty(ies) might the IRS impose on
Institution #A if it would change the distribution
code? The worst case scenario is, Institution #A
could lose its legal right to act as an IRA custodian.
Most likely the IRS and Institution #A would negoti-
ate a monetary settlement. The IRS may well lean
towards imposing a sufficiently high penalty to make
sure that Institution #A would not make the same
decision a second time. 


