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Understanding What Forms
Are Needed To Establish a
SEP-IRA 

Jane Smith wishes to make a SEP-IRA
contribution for herself. Jane is a self-
employed horse rider/exerciser. She had
a good year and so she wants to establish
a SEP and then make a $26,000 contri-
bution to her SEP-IRA for tax year 2015. 

What forms will she need to prepare? 
First, as an employer (a one person

business), she must establish her Simpli-
fied Employee Pension Plan (SEP). She
will do so by completing and signing the
IRS model form 5035-SEP. Note that she
signs the form as the “employer.” The
financial institution does not sign this
form. Jane will either obtain this form
from her accountant, attorney, financial
institution or she will find it on-line at
the IRS website, www.irs.gov. 

Second, as the employer, she will write
a business check for the amount of
$26,000 and she will contribute it to her
SEP-IRA. A SEP-IRA is established by a
person establishing a standard tradition-
al IRA (IRS model form 5305) and then
making a SEP-IRA contribution to it. For
2015 she is permitted to make a SEP-IRA
contribution equal to the lesser of 25%
of her adjusted business earnings or
$53,000. 

We recently had a call from an IRA
representative where the IRA software
system her bank was using did not make
this clear. The system gave the idea that
the only form needed was the Form

SEPs — The Last-Minute
Retirement Plan and Tax
Deduction

Definitions
SEP — SEP is the acronym for Simpli-

fied Employee Pension plan. In order to
have a SEP, two requirements must be
met. First, an employer must sign a SEP
plan document which may be: (1) the IRS
model Form 5305-SEP; (2) a SEP proto-
type; or (3) a SEP plan as written specifi-
cally for that employer by an attorney.
The employer may be a gigantic corpora-
tion or a self employed person. Second,
all eligible employees must establish (or
have established for them) a SEP-IRA.

SEP-IRA — A SEP-IRA is a standard,
traditional IRA established with a finan-
cial institution to which an employer has
made a SEP-IRA contribution. The IRA
custodian is required to report SEP-IRA
contributions in box 8 on Form 5498. In
all other respects, the standard, tradition-
al IRA rules will apply to administering
SEP-IRAs. Contributions to SEP-IRAs are
always owned by the employee, once the
funds have been contributed to the
employee’s SEP-IRA.

Discussion
SEP plans may be established and

funded by the normal tax deadline, plus
extensions. A person may come into your
institution in July of 2016, and make a
SEP contribution of $53,000, for tax year
2015. If an individual has the proper
extension(s) a SEP contribution may be
made as late as October 15 of 2016, for
tax year 2015. 

Continued on page 2
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Establish a SEP-IRA,
Continued from page 1

5305-SEP. The system did not make it clear that the indi-
vidual either needed to have an existing IRA into which
the SEP-IRA contribution would be contributed or a
new SEP-IRA must be established. Both forms are need-
ed and so hopefully the vendor will change its system
once it is advised that a clarification is needed.

IRS statistics show that annual SEP-IRA contributions
exceed those of annual traditional IRA contributions. A
financial institution will benefit by communicating with
its business customers about the benefits of SEP-IRAs.

The tax laws do not require a person who has an
existing traditional IRA to set up a new SEP-IRA. Some
financial institutions choose for administrative reasons
to require a separate IRA, but the tax laws do not
require it. If any employee would fail to have a SEP-IRA
so the business did not make a SEP contribution for
such employee, there would be no SEP and the expect-
ed tax benefits would not apply for the sponsoring busi-
ness and other employees. 

In summary, establishing a SEP is easy as long as the
two steps above are completed for a one person busi-
ness and the three steps are completed for a business
with employees. 
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Use the Proper Forms for 2015 and
2016 Recharacterizations

With tax season upon us, many individuals will be told
by their accountants that, because of income limits, they
are not eligible to deduct their traditional IRA contribu-
tions made for 2015 or that their 2015 conversion should
be undone. 

A recharacterization can only be made for 2015, if it is
accomplished by the tax-filing deadline of the individual
plus six months. The normal tax-filing deadline for most
individuals is April 15. Generally, then, an individual has
until October 15, 2016, to recharacterize an IRA contri-
bution made for 2015.

It is important to document this recharacterization, so
that the custodians of both IRAs are aware of the trans-
action. CWF has created special forms for this situation. 

One form, CWF’s Form #54-TR “Notice of Recharac-
terization of IRA Contribution,” is recommended. It col-
lects the following information:

1. Type and amount of the contribution to the first IRA
that is to be recharacterized.

2. The date on which the initial contribution was
made.

3. A direction to the custodian/trustee of the first IRA to
transfer the amount of the contribution, plus the alloca-
ble net income, in a trustee-to-trustee transfer to the cus-
todian/trustee of the second IRA.

4. The name of the first and second custodian/trustee.
5. Acknowledgement by the accountholder, and the

current and successor custodian, that they understand
the situation, and that the recharacterization will be han-
dled and reported correctly.

An institution will also want the accountholder to
understand the tax issues associated with a recharacteri-
zation, and how the individual must handle it on their
tax return. CWF Form #56-TREX for 2015 provides this
information. 

The income earned on the amount recharacterized
must also be transferred with no tax penalty. This is a
valuable tax advantage. CWF has created a form to use
to calculate the applicable interest on the contribution
— Form #67-W.

Of course, the applicable plan agreement must also be

completed, if the individual does not already have the
correct type of IRA established.

Summary. Recharacterizations are becoming more
popular. A financial institution will want to be certain to
document these transactions correctly. The forms used
must collect the needed information concerning the
funds in question, the accountholder, the current IRA
custodian/trustee and the successor custodian/trustee.
CWF has these special forms available.

Calculating the Distribution Amount
When There is Both Federal and State
Income Tax Withholding

Set forth below is the basic formula to be used to cal-
culate the amount to be withdrawn and the proper
amounts to be withheld for federal withholding and
state income tax withholding. It is assumed there is no
early withdrawal interest penalty.

A - B - C = D
Amount to be Withdrawn - less federal withholding - less state withholding = Amount

request
to be
furnished.

If B, C and D are known or defined then A (Amount
to be withdrawn from the IRA) can be determined.

For example, if D is $1,000 and B is 10% and C is
5.3%, then A is $1,180.64 determined by dividing
$1,000/.847,

If the amount to be withdrawn is x, then federal with-
holding is .10x and state withholding is .053x. The
individual is to receive .847x.

This is 1.0 minus .10 minus .053 or .847.
$1,000 = .847x, x = $1,000/.847 and x =$1,180.64.
Federal withholding is 10% of $1,180.64 or $118.07
State withholding is 5.3% or $62.57.
The rate of federal and state withholding may vary

and need not be 10% and 5.3%. Let's assume 25% for
federal withholding and 5.1 % for state withholding.

1.0 - .25 - .051 = 1.0 - .301 = .699  
$1,000/.699 = $1,430.62.
Federal withholding is 25% of $1,430.62 or $357.66
State Withholding is 5.1% of $1,430.62 or $72.96
$1,430.62 - $357.66 - $72.96 = $1,000.
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The standard pension plan distribution rule is, if a per-
son is eligible to directly rollover his or her vested
account, but elects not to, the plan must withhold 20%
of the distribution amount and will pay the individual
80%. That is, for the 20% mandatory withholding rule
to not apply, the participant must elect to have a direct
rollover. And most do. The mandatory 20% withholding
rule does not apply to a distribution of IRA funds. The
IRA rule is, the IRA custodian will withhold 10% of the
distribution amount unless the individual instructs to
have no withholding or to have more withheld.

How does one move IRA funds from one IRA to
another IRA if he or she cannot do a direct rollover?

The first answer is, one moves the funds via a nonre-
portable transfer. 

The IRS, for a long time, has authorized that funds
may be transferred from one IRA to another IRA. In a
transfer, the disbursement check lists the IRA custodian
as the payee. Transfers are non-reportable. In order to be
considered a transfer, the movement of funds must be
between the same type of plan (e.g. a QP-to-QP trans-
fer, an IRA-to-IRA transfer, a 403(b)-to-403(b) transfer, a
Roth IRA-to-Roth IRA transfer, etc.)

Concerning IRA-to-IRA transfers, the IRS’ instructions
state: Transfers. Generally, do not report transfers
between trustees or issuers (unless they are direct
rollovers from qualified plans) that involve no payment
or distribution of funds to the participant, including a
trustee-to-trustee transfer from one IRA to another
(unless they are recharacterized IRA contributions or
Roth IRA Conversions) or from one tax-sheltered (sec-
tion 403(b)) arrangement to another.

An IRA custodian who sends a check to another IRA
custodian in the format, “First Bank IRA custodian fbo
Jane Doe,” should do so only if a transfer form has been
completed by the three parties involved.

The second answer is, the person takes an actual dis-
tribution and then makes a rollover contribution. Or, the
person takes a deemed distribution (i.e. the check is
made payable to IRA custodian #2 fbo of the individ-
ual’s IRA) and then he or she makes a a rollover contri-
bution. This approach assumes the individual satisfies
the standard IRA rollover rules - any RMD is ineligible,
60 day rule and once per year rule.

Understanding When Reason Code G
Is to Be Used and When It Is Wrong
to Use Code G

There are numerous terms used to describe the move-
ment of IRA funds and pension funds - actual distribu-
tions, deemed distributions, direct rollovers, rollovers,
non-reportable transfers and reportable transfers. 

Although the IRS has issued some guidance, everyone
would benefit if the IRS would issue more comprehen-
sive guidance.

This article discusses direct rollovers and the use of
reason code G on the Form 1099-R. The primary use of
reason code G is when an individual’s 401(k) funds are
directly rolled over to an IRA custodian for the benefit
of an individual’s traditional IRA. In a direct rollover the
disbursement check issued by the 401(k) plan lists the
IRA custodian as the check’s payee for the benefit of a
specified individual’s traditional IRA. This check may
look like a transfer check. but it is not since the 401(k)
plan is not an IRA plan or vice versa.

Some tax accountants and some IRA personnel mis-
takenly believe that IRA funds are eligible to be directly
rolled over to another IRA in the same way that 401(k)
funds can be directly rolled over. And they believe that
reason G is to be used to report this movement.

IRA funds are ineligible to be directly rolled over to
another IRA so it would be improper to use reason G.
By statutory definition there cannot be a direct rollover
of IRA funds from one IRA to another IRA. A direct
rollover requires that a pension plan (and not an IRA)
makes a deemed distribution to an IRA or another pen-
sion plan. An actual distribution to an individual does
not occur.

For example, Jane Doe instructs that she will have her
vested 401(k) balance of $40,000 directly rolled over
into her traditional IRA with IRA custodian #1. The
401(k) plan will issue her a Form 1099-R with $40,000
in box 1 (gross amount), 0.00 in box 2a (taxable
amount) as there has been a rollover) box 4 (withhold-
ing will have a 0.00 or be blank) and box 7 will have a
reason code G (direct rollover). The IRA custodian will
prepare a Form5498 for Jane showing in box 2 that she
made a rollover contribution of $40,000.
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Form 5329 - Reporting Additional
IRA Taxes

A person is required to file Form 5329 to report the
6% tax for an excess contribution, the 10% tax for an
early distribution and the 50% tax for a missed required
distribution. Additional tax penalties most likely will be
imposed if Form 5329 is not filed when required.

Who must complete and file Form 5329?
1. A person who failed to take his or her 2015

required distribution. This can be the IRA accounthold-
er or an inheriting beneficiary.

2. A person who made an excess contribution for
2015 or there was a tax due on the 2014 Form 5329.
Note that form 5329 must be completed and filed even
if the individual has corrected the excess contribution
situation by withdrawing the excess contributions.

3. A person who received an early distribution from a
Roth IRA and withdrew some earnings which must be
included in his or her income.

4. A person who received more than one early distri-
bution from a traditional IRA.

5. A person who received a form 1099-R with a rea-
son code 1 in box 7 indicating an early distribution from
a traditional IRA, but the individual is claiming that he
or she meets one of the listed exceptions to the 10% tax.

6. A person who received a form 1099-R without a
reason code 1 in box 7 indicating an early distribution
from a traditional IRA, but the individual is claiming that
he or she meets one of the listed exceptions to the 10%
tax or the exception does not apply to the entire distri-
bution. 

Normally the Form 5329 will be attached to the per-
son’s Form 1040 or Form 1040NR. Note that a person
required to file Form 5329 is ineligible to use Form

The IRA custodian distributing the IRA funds is
required to prepare a Form 1099-R using the name and
social security number of the individual. The reason
code to be used will be the standard codes 1 if the indi-
vidual is under age 591/2 and 7 if the individual is age
591/2 or older. A long time ago the IRS had a code 2 to
be used if a person had indicated that he or she intend-
ed to make a rollover contribution. The IRS changed its
procedures by no longer using code 2 for this purpose
since the IRS learned that many individuals may initial-
ly believe they will make a rollover contribution, but
they never do. Reason code G is not to be used. The
individual will need to complete lines 15a and 15b of
his or her tax return to show the distribution is not tax-
able because he or she made a rollover contribution. 

The IRA custodian receiving the IRA funds is required
to report the rollover contribution in box 2 of Form
5498.

Set forth below is an excerpt from the IRS chart
describing the use of reason code G.

Note that a direct rollover must come from a qualified
plan or other employer sponsored plan and NOT from
an IRA. The deemed distributed funds may go into
another qualified plan or an IRA. 

Also note there is an explanation that a direct payment
from an IRA (note not called a direct rollover) to an
accepting employer plan may be coded as a G. Yes, it is
confusing. But these IRA funds are going into an
employer plan and not an IRA.

In summary, a direct rollover does not occur when
funds are moved from one IRA to another IRA and using
reason Code G on the Form 1099-R will subject the IRA
custodian to being fined $250 for preparing an incorrect
Form 1099-R.

Continued on page 8
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In 2016 a person under age 55 with family HDHP
coverage for all of 2016 is eligible to make a qualified
HSA funding distribution of $6750 and $7750 if age 55
or older as of December 31, 2016. 

Qualified Reservist Repayments 
The general IRA contribution rule is that a person may

contribute the lesser of 100% of his or her compensa-
tion or $5,500/$6,500, as applicable. There is a major
exception, a person may also be eligible to repay a
qualified reservist distribution. This repayment is in
addition to the regular IRA contribution limit as long as
certain rules are met. 

First, a person’s repayment cannot be more than the
amount the individual withdrew as qualified reservist
distributions. The individual would have included such
amount in his or income for the year of receipt, but
would not have owed the 10% additional tax. 

Second, a person has two years from the date his or
her active duty ends to make his/her repayment contri-
bution. 

A repayment contribution is a non-deductible contri-
bution. A person is to include such repayment with any
other nondeductible contributions, if any, made for such
year on line 1 of Form 8606. 

Example, Jane Doe’s contribution limit for 2015 is
$5,500. She was an active participant in a pension plan
for 2015. She is eligible to claim a tax deduction for
$4,000, but $1,500 of her contribution is nonde-
ductible. She is also eligible to repay a $4,500 qualified
reservist distribution she received in 2012. This means
she is eligible to contribute $10,000 to her traditional
IRA as follows - $4,000 as deductible, $1,500 as nond-
eductible and $4,500 as a nondeductible repayment.
She will need to file the 2015 Form 8606 and include
$6,000 on line 1. 

Be ready to assist with repayment IRA contributions. 

Reminder- A Person With an Inherited
Traditional IRA May Make a Qualified
HSA Funding Distribution 

The tax rules permit a person to move funds from his
or her traditional IRA to his or her HSA and this move-
ment is tax- free. The individual benefits since the gen-
eral tax rule is that funds within the traditional IRA will
one day be taxable whereas if the individual withdraws
the funds from the HSA and uses them to pay qualified
medical expenses the distribution is tax free. 

The individual must meet the standard eligibility rules
to make a qualified HSA funding distribution. The indi-
vidual must be HSA eligible for the current year. The
individual can never have made a prior qualified HSA
funding distribution. The check or funds cannot be dis-
tributed from the IRA to the individual who then recon-
tributes the funds into his or her HSA. The IRA funds
must be withdrawn by the IRA custodian and paid to the
HSA custodian for the benefit of the individual’s HSA.
This is a special type of transfer and IRS reporting forms
must be prepared by the IRA custodian (Form 1099-R)
and by the HSA custodian (Form 5498-SA). 

In Notice 2008-51 the IRS issued guidance that an
individual with an inherited IRA could use it to make a
qualified HSA funding distribution and the IRS also stat-
ed the person could take this special distribution into
account for the required distribution relating to the
inherited IRA. This was a double bonus. 

The IRS policy was set in 2008. Our reading of the
current IRS administration is that it would not have
adopted such a policy in 2008. 

Set forth on the adjacent page are the IRS instructions
to the individual for Form 1040 as to how he or she pre-
pares the federal income tax return to reflect the quali-
fied HSA funding distribution. See page 26 of the 2015
instructions for Form 1040. Most likely, the 2016 IRS
forms and instructions will be very similar to the 2015
forms. 

In 2016 a person under age 55 with single HDHP cov-
erage for all of 2016 is eligible to make a qualified HSA
funding distribution of $3350 and $4350 if age 55 or
older as of December 31, 2016. 
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IRS Instructions for Lines 15a and 15b of Form 1040
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Form 5329,
Continued from page 6

1040A, 1040EZ or 1040NR-EZ. In limited situations the
Form 5329 may be completed and filed by itself.

In two situations a person need not file the Form
5329. First, if the person rolled over the distribution, the
10% tax is not owed and so the form need not be pre-
pared. Second, if you only received one Form 1099-R
with a reason code 1, then the person is permitted to
enter the amount owing (10% times the distribution
amount)on line 59 of Form 1040. The person is to put a
“No” to the left of the line to indicate that he or she is
not required to file Form 5329.

CWF’s Recharacterization Forms
These forms are discussed in the article, 
“Use the Proper Forms for 2015 and 2016
Recharacterizations,” page 3.


