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What’s New
for 2005
Katrina Emergency Tax Relief Act of 2005
and Gulf Opportunity Zone Act of 2005.
Both Acts provide for tax-favored withdrawals,
repayments, and loans from certain retirement
plans for taxpayers who suffered economic
losses as a result of Hurricane Katrina, Rita, or
Wilma. See Publication 4492, Information for
Taxpayers Affected by Hurricanes Katrina, Rita,
and Wilma, for more information.

Compensation limit. For 2005, the maximum
compensation used for figuring contributions
and benefits increases to $210,000. This
amount increases to $220,000 in 2006.

Get forms and other information Elective deferrals. The limit on elective defer-
rals increases to $14,000 for tax years begin-faster and easier by:
ning in 2005 and then increases to $15,000 in
2006. These new limits will apply for participantsInternet • www.irs.gov in SARSEPs, 401(k) plans (excluding SIMPLE
plans), and deferred compensation plans of
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state or local governments and tax-exempt or- Qualified distributions. A qualified distribu- User fee. The user fee for requesting a deter-
mination letter does not apply to certain re-ganizations. The $15,000 figure is subject to tion is a distribution that is made after the nonex-
quests made by employers who have 100 orcost-of-living increases after 2006. clusion period and:
less employees, at least one of whom is aCatch-up contributions. A plan can permit • When you are 59 1/2 or over, non-highly compensated employee participatingparticipants who are age 50 or over at the end of
in the plan. See User fee under Setting Up a• Because you are disabled, orthe calendar year to also make catch-up contri-
Qualified Plan in chapter 4.butions. The catch-up contribution limit for 2005 • On or after your death.

is $4,000. This limit increases to $5,000 in 2006. Retirement savings contributions credit.
The limit is subject to cost-of-living increases The nonexclusion period is the 5-tax-year pe- Retirement plan participants (including self-em-
after 2006. The catch-up contribution a partici- ployed individuals) who make contributions toriod beginning with the earlier of the following tax
pant can make for a year cannot exceed the their plan may qualify for the retirement savingsyears.
lesser of the following amounts. contributions credit. The amount of the credit is

• The first tax year in which you made a based on the contributions participants make• The catch-up contribution limit. designated Roth contribution to any desig- and their credit rate. The maximum contribution
• The excess of the participant’s compensa- nated Roth account under the same plan. eligible for the credit is $2,000. The credit rate

tion over the elective deferrals that are not can be as low as 10% or as high as 50%,• If a rollover contribution was made to your
catch-up contributions. depending on the participant’s adjusted grossdesignated Roth account from a desig-

income. The credit also depends on thenated Roth account previously established
participant’s filing status. Form 8880, Credit forSIMPLE plan salary reduction contributions. for you under another plan, then the first
Qualified Retirement Savings Contributions,For 2005, the limit on salary reduction contribu- tax year you made a designated Roth con-
and the instructions explain how to claim thetions to a SIMPLE plan increases to $10,000. tribution to your previously established ac- credit.The $10,000 figure is subject to adjustment after count.

2005 for cost-of-living increases.
Photographs of missing children. The Inter-

Catch-up contributions. A SIMPLE plan Rollovers. A distribution from your desig- nal Revenue Service is a proud partner with the
can permit participants who are age 50 or over nated Roth account can only be rolled over to National Center for Missing and Exploited Chil-
at the end of the calendar year to make catch-up another designated Roth account of yours or a dren. Photographs of missing children selected
contributions. The catch-up contribution limit for Roth IRA of yours. Rollover amounts do not by the Center may appear in this publication on
2005 is $2,000. This limit increases to $2,500 in apply toward the annual deferral limit. pages that would otherwise be blank. You can
2006. The limit is subject to cost-of-living in- help bring these children home by looking at the
creases after 2006. The catch-up contributions a photographs and calling 1-800-THE-LOST
participant can make for a year cannot exceed (1-800-843-5678) if you recognize a child.
the lesser of the following amounts. Reminders

• The catch-up contribution limit.
Credit for startup costs. You may be able to• The excess of the participant’s compensa- Introductionclaim a tax credit for part of the ordinary andtion over the salary reduction contributions
necessary costs of starting a SEP, SIMPLE, or This publication discusses retirement plans youthat are not catch-up contributions.
qualified plan. The credit equals 50% of the cost can set up and maintain for yourself and your
to set up and administer the plan and educate employees. In this publication, “you” refers to

Rollover distributions. Final Department of employees about the plan, up to a maximum of the employer. See chapter 1 for the definition of
Labor regulations were issued implementing $500 per year for each of the first 3 years of the the term employer and the definitions of other
rules on fiduciary responsibilities relating to au- terms used in this publication. This publicationplan. You can choose to start claiming the credit
tomatic rollovers of certain mandatory distribu- covers the following types of retirement plans.in the tax year before the tax year in which thetions to individual retirement plans. The final

plan becomes effective. • SEP (simplified employee pension) plans.regulations apply to the rollover of mandatory
You must have had 100 or fewer employeesdistributions made on or after March 28, 2005. • SIMPLE (savings incentive match plan forwho received at least $5,000 in compensationSee Involuntary cash-out of benefits not more employees) plans.from you for the preceding year. At least onethan dollar limit under Qualification Rules in

participant must be a non-highly compensated • Qualified plans (also called H.R. 10 plansChapter 4.
employee. The employees generally cannot be or Keogh plans when covering self-em-
substantially the same employees for whom ployed individuals).
contributions were made or benefits accrued

SEP, SIMPLE, and qualified plans offer youunder a plan of any of the following employers inWhat’s New for 2006
and your employees a tax-favored way to savethe 3-tax-year period immediately before the
for retirement. You can deduct contributions youfirst year to which the credit applies.

Qualified Roth Contribution Program. For make to the plan for your employees. If you are a
tax years beginning after December 31, 2005, 1. You. sole proprietor, you can deduct contributions
your 401(k) plan may allow you to contribute to a you make to the plan for yourself. You can also2. A member of a controlled group that in-qualified Roth contribution program. Under this deduct trustees’ fees if contributions to the plan

cludes you.program, you can designate all or a portion of do not cover them. Earnings on the contributions
your elective deferrals as after-tax Roth contri- are generally tax free until you or your employ-3. A predecessor of (1) or (2).
butions. Elective deferrals designated as Roth ees receive distributions from the plan.

The credit is part of the general businesscontributions must be maintained in a separate Under certain plans, employees can have
credit, which can be carried back or forward toRoth account. However, unlike other elective you contribute limited amounts of their
other tax years if it cannot be used in the currentdeferrals, designated Roth contributions are not before-tax pay to a plan. These amounts (and
year. However, the part of the general businessexcluded from your gross income but qualified earnings on them) are generally tax free until
credit attributable to the small employer pensiondistributions from a Roth account are excluded your employees receive distributions from the
plan startup cost credit cannot be carried back tofrom your gross income. plan.
a tax year beginning before January 1, 2002.Elective deferrals. Under a Roth contribu-

What this publication covers. This publica-You cannot deduct the part of the startup coststion program, the amount of elective deferrals
tion contains the information you need to under-equal to the credit claimed for a tax year, but youthat you may designate as a Roth contribution is
stand the following topics.can choose not to claim the allowable credit for alimited to the maximum amount of your elective

tax year.deferrals excludable from gross income for the • What type of plan to set up.
To take the credit, get Form 8881, Credit foryear ($15,000 for 2006, $20,000 if age 50 or • How to set up a plan.over) less the total amount of your elective de- Small Employer Pension Plan Startup Costs,

ferrals not designated as a Roth contribution. and the instructions. • How much you can contribute to a plan.

Page 2
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• How much of your contribution is deducti- ment plan for your employees. Instead of setting can choose to make salary reduction contribu-
ble. up a profit-sharing or money purchase plan with tions rather than receiving these amounts as

a trust, you can adopt a SEP agreement and part of their regular pay. In addition, you will• How to treat certain distributions.
make contributions directly to a traditional indi- contribute matching or nonelective contribu-

• How to report information about the plan vidual retirement account or a traditional individ- tions. The two types of SIMPLE plans are the
to the IRS and your employees. ual retirement annuity (SEP-IRA) set up for each SIMPLE IRA plan and the SIMPLE 401(k) plan.

eligible employee. Qualified plans. The qualified plan rules
Basic features of retirement plans. Basic SIMPLE plans. A SIMPLE plan can be set are more complex than the SEP plan and
features of SEP, SIMPLE, and qualified plans up by an employer who had 100 or fewer em- SIMPLE plan rules. However, there are advan-
are discussed below. The key rules for SEP, ployees who received at least $5,000 in com- tages to qualified plans, such as increased flexi-
SIMPLE, and qualified plans are outlined in Ta- pensation from the employer for the preceding bility in designing plans and increased
ble 1. calendar year and who meets certain other re- contribution and deduction limits in some cases.

quirements. Under a SIMPLE plan, employeesSEP plans. SEPs provide a simplified
method for you to make contributions to a retire-

Table 1. Key Retirement Plan Rules for 2005

Type
of Last Date for Contribution Maximum Contribution Maximum Deduction When to Set Up Plan
Plan

SEP Due date of employer’s return Smaller of $42,000 or 25%1 of 25%1 of all participants’ Any time up to due date of
(including extensions). participant’s compensation.2 compensation.2 employer’s return (including

extensions).

SIMPLE Salary reduction contributions: Employee: Salary reduction Same as maximum Any time between 1/1 and 10/1
IRA 30 days after the end of the month contribution, up to $10,000. contribution. of the calendar year.
and for which the contributions are to be
SIMPLE made.3 For a new employer coming
401(k) into existence after 10/1, as

soon as administratively
feasible.

Matching contributions or Employer contribution: Same as maximum
nonelective contributions: Due Either dollar-for-dollar matching contribution.
date of employer’s return (including contributions, up to 3% of
extensions). employee’s compensation,4 or

fixed nonelective contributions
of 2% of compensation.2

Qualified Due date of employer’s return Defined Contribution Plans Defined Contribution Plans By the end of the tax year.
(including extensions).

Note: For a defined benefit plan Money Purchase: Smaller of Money Purchase: 25%1 of
subject to minimum funding $42,000 or 100%1 of all participants’
requirements, contributions are due participant’s compensation.2 compensation.2
in quarterly installments. See
Minimum Funding Requirements in Profit-Sharing: Smaller of Profit-Sharing: 25%1 of all
chapter 4. $42,000 or 100%1 of participants’ compensation.2

participant’s compensation.2

Defined Benefit Plans Defined Benefit Plans
Amount needed to provide an Based on actuarial
annual benefit no larger than assumptions and
the smaller of $170,000 or computations.
100% of the participant’s
average compensation for his
or her highest 3 consecutive
calendar years.

1Net earnings from self-employment must take the contribution into account.
2Compensation is generally limited to $210,000.
3Does not apply to SIMPLE 401(k) plans. The deadline for qualified plans applies instead.
4Under a SIMPLE 401(k) plan, compensation is generally limited to $210,000.

What this publication does not cover. Al- Comments and suggestions. We welcome• The comprehensive IRA rules an em-
your comments about this publication and yourthough the purpose of this publication is to pro- ployee needs to know. These rules are
suggestions for future editions.vide general information about retirement plans covered in Publication 590, Individual Re-

You can write to us at the following address:you can set up for your employees, it does not tirement Arrangements (IRAs).
contain all the rules and exceptions that apply to • The comprehensive rules that apply to dis- Internal Revenue Servicethese plans. You may also need professional

tributions from retirement plans. These TE/GE and Specialty Forms and Publica-
help and guidance. rules are covered in Publication 575, Pen- tions Branch

Also, this publication does not cover all the sion and Annuity Income. SE:W:CAR:MP:T:T
rules that may be of interest to employees. For 1111 Constitution Ave. NW, IR-6406
example, it does not cover the following topics. Washington, DC 20224

Page 3
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We respond to many letters by telephone. leased employee can also be a common-law However, an employer can choose to exclude
Therefore, it would be helpful if you would in- elective deferrals under the above plans fromemployee.
clude your daytime phone number, including the the definition of compensation. The limit on elec-A common-law employee is a person who
area code, in your correspondence. tive deferrals is discussed in chapter 2 underperforms services for an employer who has the

You can email us at *taxforms@irs.gov. (The Salary Reduction Simplified Employee Pensionright to control and direct the results of the work
asterisk must be included in the address.) (SARSEP) and in chapter 4.and the way in which it is done. For example, the
Please put “Publications Comment” on the sub- employer: Other options. In figuring the compensa-
ject line. Although we cannot respond individu- tion of a participant, you can treat any of the• Provides the employee’s tools, materials,ally to each email, we do appreciate your following amounts as the employee’s compen-
feedback and will consider your comments as and workplace, and sation.
we revise our tax products. • Can fire the employee. • The employee’s wages as defined for in-Tax questions. If you own a business and

come tax withholding purposes.have questions about starting a pension plan, an Common-law employees are not self-em-
existing plan, or filing Form 5500, visit ployed and cannot set up retirement plans for • The employee’s wages you report in box 1
www.irs.gov or call our Tax Exempt/Govern- income from their work, even if that income is of Form W-2, Wage and Tax Statement.
ment Entities Customer Account Services at self-employment income for social security tax • The employee’s social security wages (in-1-877-829-5500. Assistance is available Mon- purposes. For example, common-law employ-

cluding elective deferrals).day through Friday. If you have questions about ees who are ministers, members of religious
a traditional or Roth IRA or any individual in- orders, full-time insurance salespeople, and Compensation generally cannot include eithercome tax  i ssues ,  you  shou ld  ca l l U.S. citizens employed in the United States by of the following items.1-800-829-1040. We cannot answer tax ques- foreign governments cannot set up retirement
tions at either of the addresses listed above. plans for their earnings from those employ- • Reimbursements or other expense al-

lowances (unless paid under a nonac-ments, even though their earnings are treatedOrdering forms and publications. Visit
countable plan).as self-employment income.www.irs.gov/formspubs to download forms and

However, an individual may be apublications, call 1-800-829-3676, or write to the • Deferred compensation (either amounts
National Distribution Center at the address common-law employee and a self-employed going in or amounts coming out) other
shown under How To Get Tax Help in the back person as well. For example, an attorney can be than certain elective deferrals unless you
of this publication. a corporate common-law employee during regu- choose not to include those elective defer-

lar working hours and also practice law in the rals in compensation.
Note. All references to “section” in the fol- evening as a self-employed person. In another

lowing discussions are to sections of the Internal example, a minister employed by a congrega-
Contribution. A contribution is an amount youRevenue Code (which can be found at most tion for a salary is a common-law employee
pay into a plan for all those participating in thelibraries) unless otherwise indicated. even though the salary is treated as self-em-
plan, including self-employed individuals. Limitsployment income for social security tax pur-
apply to how much, under the contributionposes. However, fees reported on Schedule C
formula of the plan, can be contributed each

(Form 1040), Profit or Loss From Business, for year for a participant.
performing marriages, baptisms, and other per-
sonal services are self-employment earnings for

Deduction. A deduction is the plan contribu-qualified plan purposes.1. tions you can subtract from gross income on
your federal income tax return. Limits apply to

Compensation. Compensation for plan allo- the amount deductible.
cations is the pay a participant received from
you for personal services for a year. You canDefinitions Earned income. Earned income is net earn-generally define compensation as including all

ings from self-employment, discussed later,
the following payments. from a business in which your services materi-You Need To

ally helped to produce the income.1. Wages and salaries.
You can also have earned income from prop-Know 2. Fees for professional services. erty your personal efforts helped create, such as

royalties from your books or inventions. Earned3. Other amounts received (cash or noncash)
Certain terms used in this publication are de- income includes net earnings from selling orfor personal services actually rendered by
fined below. The same term used in another otherwise disposing of the property, but it doesan employee, including, but not limited to,
publication may have a slightly different mean- not include capital gains. It includes income fromthe following items.
ing. licensing the use of property other than goodwill.

a. Commissions and tips. Earned income includes amounts receivedAnnual additions. Annual additions are the
for services by self-employed members of rec-total of all your contributions in a year, employee b. Fringe benefits.
ognized religious sects opposed to social secur-contributions (not including rollovers), and for-

c. Bonuses. i t y  bene f i t s  who  a re  exempt  f romfeitures allocated to a participant’s account.
self-employment tax.

For a self-employed individual, compensa-Annual benefits. Annual benefits are the ben- If you have more than one business, but only
tion means the earned income, discussed later,efits to be paid yearly in the form of a straight life one has a retirement plan, only the earned in-
of that individual.annuity (with no extra benefits) under a plan to come from that business is considered for that

which employees do not contribute and under Compensation generally includes amounts plan.
which no rollover contributions are made. deferred in the following employee benefit plans.

These amounts are elective deferrals. Employer. An employer is generally any per-Business. A business is an activity in which a
son for whom an individual performs or did per-profit motive is present and economic activity is • Qualified cash or deferred arrangement form any service, of whatever nature, as aninvolved. Service as a newspaper carrier under (section 401(k) plan). employee. A sole proprietor is treated as his orage 18 is not a business, but service as a news-
her own employer for retirement plan purposes.• Salary reduction agreement to contributepaper dealer is. Service as a sharecropper
However, a partner is not an employer for retire-to a tax-sheltered annuity (section 403(b)under an owner-tenant arrangement is a busi-
ment plan purposes. The partnership is treatedplan), a SIMPLE IRA plan, or a SARSEP.ness. Service as a public official is not.
as the employer of each partner.• Section 457 nonqualified deferred com-

Common-law employee. A common-law em- pensation plan.
ployee is any individual who, under common Highly compensated employee. A highly

• Section 125 cafeteria plan.law, would have the status of an employee. A compensated employee is an individual who:

Page 4 Chapter 1 Definitions You Need To Know
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to the plan made on your behalf when figuring • Salary reduction simplified employee pen-• Owned more than 5% of the interest in
net earnings. sions (SARSEPs)your business at any time during the year

Net earnings include a partner’s distributiveor the preceding year, or • Distributions (withdrawals)
share of partnership income or loss (other than

• For the preceding year, received compen- • Additional taxesseparately stated items, such as capital gains
sation from you of more than $95,000 and, and losses). It does not include income passed • Reporting and disclosure requirements
if you so choose, was in the top 20% of through to shareholders of S corporations.
employees when ranked by compensa- Guaranteed payments to limited partners are
tion. This $95,000 amount increases to net earnings from self-employment if they are Useful Items
$100,000 in 2006. paid for services to or for the partnership. Distri- You may want to see:

butions of other income or loss to limited part-
ners are not net earnings from self-employment. PublicationLeased employee. A leased employee who is

For SIMPLE plans, net earnings fromnot your common-law employee must generally
❏ 590 Individual Retirement Arrangementsself-employment is the amount on line 4 of Shortbe treated as your employee for retirement plan

(IRAs)Schedule SE (Form 1040), Self-Employmentpurposes if he or she does all the following.
Tax, before subtracting any contributions made

Forms (and Instructions)to the SIMPLE plan for yourself.• Provides services to you under an agree-
ment between you and a leasing organiza-

❏ W-2 Wage and Tax StatementParticipant. A participant is an eligible em-tion.
ployee who is covered by your retirement plan. ❏ 1040 U.S. Individual Income Tax Return• Has performed services for you (or for you See the discussions of the different types of

and related persons) substantially full time ❏ 5305-SEP Simplified Employeeplans for the definition of an employee eligible to
for at least 1 year. Pension—Individual Retirementparticipate in each type of plan.

Accounts Contribution Agreement• Performs services under your primary di-
Partner. A partner is an individual who sharesrection or control. ❏ 5305A-SEP Salary Reduction Simplified
ownership of an unincorporated trade or busi- Employee Pension—Individual
ness with one or more persons. For retirementException. A leased employee is not Retirement Accounts Contribution
plans, a partner is treated as an employee of thetreated as your employee if all the following Agreement
partnership.conditions are met.

A simplified employee pension (SEP) is a writ-Self-employed individual. An individual in1. Leased employees are not more than 20% ten plan that allows you to make contributionsbusiness for himself or herself is self-employed.of your non-highly compensated work toward your own retirement (if you are self-em-Sole proprietors and partners are self-em-force. ployed) and your employees’ retirement withoutployed. Self-employment can include part-time
getting involved in a more complex qualified2. The employee is covered under the leas- work.
plan.ing organization’s qualified pension plan. Not everyone who has net earnings from

Under a SEP, you make the contributions toself-employment for social security tax purposes3. The leasing organization’s plan is a money
a traditional individual retirement arrangementis self-employed for qualified plan purposes.purchase pension plan that has all the fol-
(called a SEP-IRA) set up by or for each eligibleSee Common-law employee, earlier. Also seelowing provisions.
employee. A SEP-IRA is owned and controlledNet earnings from self-employment.
by the employee, and you make contributions toa. Immediate participation. (This require- In addition, certain fishermen may be consid-
the financial institution where the SEP-IRA isment does not apply to any individual ered self-employed for setting up a qualified
maintained.whose compensation from the leasing plan. See Publication 595, Tax Highlights for

SEP-IRAs are set up for, at a minimum, eachorganization in each plan year during Commercial Fishermen, for the special rules
eligible employee (defined later). A SEP-IRAthe 4-year period ending with the plan used to determine whether fishermen are
may have to be set up for a leased employeeyear is less than $1,000.) self-employed.
(defined in chapter 1), but does not need to be

b. Full and immediate vesting. set up for excludable employees (defined later).Sole proprietor. A sole proprietor is an indi-
c. A nonintegrated employer contribution vidual who owns an unincorporated business by

Eligible employee. An eligible employee is anrate of at least 10% of compensation for himself or herself. For retirement plans, a sole
individual who meets all the following require-each participant. proprietor is treated as both an employer and an
ments.employee.

However, if the leased employee is your • Has reached age 21.common-law employee, that employee will be
your employee for all purposes, regardless of • Has worked for you in at least 3 of the last
any pension plan of the leasing organization. 5 years.

• Has received at least $450 in compensa-Net earnings from self-employment. For
tion from you for 2005.2.SEP and qualified plans, net earnings from

self-employment is your gross income from your
trade or business (provided your personal serv- You can use less restrictive partici-
ices are a material income-producing factor) mi- pation requirements than those listed,Simplifiednus allowable business deductions. Allowable but not more restrictive ones.

TIP

deductions include contributions to SEP and
qualified plans for common-law employees and Employee
the deduction allowed for one-half of your Excludable employees. The following em-
self-employment tax. ployees can be excluded from coverage under aPension (SEP) SEP.Net earnings from self-employment do not
include items excluded from gross income (or • Employees covered by a union agreementtheir related deductions) other than foreign

and whose retirement benefits were bar-earned income and foreign housing cost Topics gained for in good faith by the employees’amounts. This chapter discusses: union and you.For the deduction limits, earned income is
net earnings for personal services actually ren- • Nonresident alien employees who have• Setting up a SEP
dered to the business. You take into account the received no U.S. source wages, salaries,• How much to contributeincome tax deduction for one-half of self-em- or other personal services compensation
ployment tax and the deduction for contributions • Deducting contributions from you. For more information about non-

Chapter 2 Simplified Employee Pension (SEP) Page 5
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resident aliens, see Publication 519, U.S. insurance companies, or other qualified finan- cial rules apply when figuring your maximum
Tax Guide for Aliens. cial institutions. You send SEP contributions to deductible contribution. See Deduction Limit for

the financial institution where the SEP-IRA is Self-Employed Individuals, later.
maintained.

Annual compensation limit. You cannot
Deadline for setting up a SEP. You can set consider the part of an employee’s compensa-Setting Up a SEP up a SEP for a year as late as the due date tion over $210,000 when figuring your contribu-
(including extensions) of your income tax return tion limit for that employee. However, $42,000 isThere are three basic steps in setting up a SEP. for that year. the maximum contribution for an eligible em-

ployee. The annual compensation limit ofCredit for startup costs. You may be able to1. You must execute a formal written agree-
$210,000 increases to $220,000 for 2006.)claim a tax credit for part of the ordinary andment to provide benefits to all eligible em-

necessary costs of starting a SEP that first be-ployees.
More than one plan. If you contribute to acame effective in 2005. For more information,

2. You must give each eligible employee cer- defined contribution plan (defined in chapter 4),see Credit for startup costs under Reminders,
tain information about the SEP. annual additions to an account are limited to theearlier.

lesser of $42,000 or 100% of the participant’s3. A SEP-IRA must be set up by or for each
compensation. When you figure this limit, youeligible employee.
must add your contributions to all defined contri-
bution plans. Because a SEP is considered aMany financial institutions will help How Much
defined contribution plan for this limit, your con-you set up a SEP.
tributions to a SEP must be added to your contri-Can I Contribute?

TIP

butions to other defined contribution plans.
The SEP rules permit you to contribute a limitedFormal written agreement. You must exe-
amount of money each year to each employee’s Tax treatment of excess contributions. Ex-cute a formal written agreement to provide ben-
SEP-IRA. If you are self-employed, you can con- cess contributions are your contributions to anefits to all eligible employees under a SEP. You
tribute to your own SEP-IRA. Contributions must employee’s SEP-IRA (or to your own SEP-IRA)can satisfy the written agreement requirement
be in the form of money (cash, check, or money for 2005 that exceed the lesser of the followingby adopting an IRS model SEP using Form
order). You cannot contribute property. How- amounts.5305-SEP. However, see When not to use Form
ever, participants may be able to transfer or roll5305-SEP, later. • 25% of the employee’s compensation (or,over certain property from one retirement plan toIf you adopt an IRS model SEP using Form for you, 20% of your net earnings fromanother. See Publication 590 for more informa-5305-SEP, no prior IRS approval or determina- self-employment).tion about rollovers.tion letter is required. Keep the original form. Do

You do not have to make contributions every • $42,000.not file it with the IRS. Also, using Form
year. But if you make contributions, they must be5305-SEP will usually relieve you from filing Excess contributions are included in thebased on a written allocation formula and mustannual retirement plan information returns with employee’s income for the year and are treatednot discriminate in favor of highly compensatedthe IRS and the Department of Labor. See the as contributions by the employee to his or heremployees (defined in chapter 1). When youForm 5305-SEP instructions for details. SEP-IRA. For more information on employee taxcontribute, you must contribute to the SEP-IRAs

treatment of excess contributions, see chapter 1When not to use Form 5305-SEP. You of all participants who actually performed per-
in Publication 590.cannot use Form 5305-SEP if any of the follow- sonal services during the year for which the

ing apply. contributions are made, even employees who
Reporting on Form W-2. Do not include SEPdie or terminate employment before the contri-
contributions on your employee’s Form W-2 un-1. You currently maintain any other qualified butions are made.
less contributions were made under a salaryretirement plan. This does not prevent you The contributions you make under a SEP are
reduction arrangement (discussed later).from maintaining another SEP. treated as if made to a qualified pension, stock

bonus, profit-sharing, or annuity plan. Conse-2. You have any eligible employees for whom
quently, contributions are deductible within lim-IRAs have not been set up.
its, as discussed later, and generally are not

3. You use the services of leased employees Deductingtaxable to the plan participants.
(as described in chapter 1). A SEP-IRA cannot be designated as a Roth ContributionsIRA. Employer contributions to a SEP-IRA will4. You are a member of any of the following

not affect the amount an individual can contrib-unless all eligible employees of all the
Generally, you can deduct the contributions youute to a Roth IRA.members of these groups, trades, or busi-
make each year to each employee’s SEP-IRA. Ifnesses participate under the SEP. Time limit for making contributions. To de- you are self-employed, you can deduct the con-

duct contributions for a year, you must make the tributions you make each year to your owna. An affiliated service group described in
contributions by the due date (including exten- SEP-IRA.section 414(m).
sions) of your tax return for the year.

b. A controlled group of corporations de- Deduction Limit forscribed in section 414(b). Contribution Limits Contributions for
c. Trades or businesses under common ParticipantsContributions you make for 2005 to acontrol described in section 414(c).

common-law employee’s SEP-IRA cannot ex-
The most you can deduct for your contributionsceed the lesser of 25% of the employee’s com-5. You do not pay the cost of the SEP contri-
(other than elective deferrals) for participants ispensation or $42,000 ($44,000 for 2006).butions.
the lesser of the following amounts.Compensation generally does not include your

contributions to the SEP.Information you must give to employees. 1. Your contributions (including any excess
You must give each eligible employee a copy of contributions carryover).Example. Your employee, Mary Plant,Form 5305-SEP, its instructions, and the other

earned $21,000 for 2005. The maximum contri- 2. 25% of the compensation (limited toinformation listed in the Form 5305-SEP instruc-
bution you can make to her SEP-IRA is $5,250 $210,000 per participant) paid to the par-tions. An IRS model SEP is not considered
(25% x $21,000). ticipants during 2005 from the businessadopted until you give each employee this infor-

that has the plan, not to exceed $42,000mation. Contributions for yourself. The annual limits per participant.
Setting up the employee’s SEP-IRA. A on your contributions to a common-law

In 2006, the $210,000 and $42,000 amountsSEP-IRA must be set up by or for each eligible employee’s SEP-IRA also apply to contributions
in (2) above increase to $220,000 and $44,000.employee. SEP-IRAs can be set up with banks, you make to your own SEP-IRA. However, spe-
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Compensation in (2) above includes plan or defined contribution plan, see Carryover You are not allowed to set up a
elective deferrals (explained, later, of Excess Contributions under Employer Deduc- SARSEP after 1996. However, par-
under Salary Reduction Simplified tion in chapter 4 for the carryover limit. ticipants (including employees hiredCAUTION

!
CAUTION

!
Employee Pension (SARSEP)). Elective defer- after 1996) in a SARSEP set up before 1997 can

Excise tax. If you made nondeductible (ex-rals are no longer subject to this deduction limit. continue to have you contribute part of their pay
cess) contributions to a SEP, you may be sub-However, the combined deduction for a to the plan. If you are interested in setting up a
ject to a 10% excise tax. For information aboutparticipant’s elective deferrals and other SEP retirement plan that includes a salary reduction
the excise tax, see Excise Tax for Nondeduct-contributions cannot exceed $42,000. arrangement, see chapter 3.
ible (Excess) Contributions under Employer De-Your SEP document may limit contributions to
duction in chapter 4.lower amounts because of elective deferrals.

Who can have a SARSEP? A SARSEP set
up before 1997 is available to you and yourWhen To DeductDeduction Limit for
eligible employees only if all the following re-ContributionsSelf-Employed Individuals quirements are met.

When you can deduct contributions made for aIf you contribute to your own SEP-IRA, you must • At least 50% of your employees eligible toyear depends on the tax year on which the SEPmake a special computation to figure your maxi- participate choose to make elective defer-is maintained.mum deduction for these contributions. When rals.
figuring the deduction for contributions made to • If the SEP is maintained on a calendar

• You have 25 or fewer employees whoyour own SEP-IRA, compensation is your net year basis, you deduct contributions made
were eligible to participate in the SEP atearnings from self-employment (defined in for a year on your tax return for the year

chapter 1), which takes into account both the any time during the preceding year.with or within which the calendar year
following deductions. ends. • The elective deferrals of your highly com-

• The deduction for one-half of your self-em- pensated employees meet the SARSEP• If you file your tax return and maintain the
ployment tax. ADP test.SEP using a fiscal year or short tax year,

you deduct contributions made for a year• The deduction for contributions to your
SARSEP ADP test. Under the SARSEPon your tax return for that year.own SEP-IRA.

ADP test, the amount deferred each year by
each eligible highly compensated employee asThe deduction for contributions to your own Example. You are a fiscal year taxpayer
a percentage of pay (the deferral percentage)SEP-IRA and your net earnings depend on each whose tax year ends June 30. You maintain a
cannot be more than 125% of the average defer-other. For this reason, you determine the deduc- SEP on a calendar year basis. You deduct SEP
ral percentage (ADP) of all non-highly compen-tion for contributions to your own SEP-IRA indi- contributions made for calendar year 2005 on
sated employees eligible to participate. A highlyrectly by reducing the contribution rate called for your tax return for your tax year ending June 30,
compensated employee is defined in chapter 1.in your plan. To do this, use the Rate Table for 2006.

Self-Employed or the Rate Worksheet for Deferral percentage. The deferral percent-
Self-Employed, whichever is appropriate for Where To Deduct age for an employee for a year is figured as
your plan’s contribution rate, in chapter 5. Then follows.Contributionsfigure your maximum deduction by using the
Deduction Worksheet for Self-Employed in The elective employer contributionsDeduct the contributions you make for your
chapter 5. (excluding certain catch-up contributions)common-law employees on your tax return. For

paid to the SEP for the employee for the yearexample, sole proprietors deduct them on
Deduction Limits Schedule C (Form 1040), Profit or Loss From The employee’s compensation

Business, or Schedule F (Form 1040), Profit orfor Multiple Plans (limited to $210,000)
Loss From Farming, partnerships deduct them

For the deduction limits, treat all your qualified on Form 1065, U.S. Return of Partnership In- The instructions for Form 5305A-SEP
defined contribution plans as a single plan and come, and corporations deduct them on Form have a worksheet you can use to de-
all your qualified defined benefit plans as a sin- 1120, U.S. Corporation Income Tax Return, termine whether the elective deferrals

TIP

gle plan. See Kinds of Plans in chapter 4 for the Form 1120-A, U.S. Corporation Short-Form In- of your highly compensated employees meet
definitions of defined contribution plans and de- come Tax Return, or Form 1120S, U.S. Income the SARSEP ADP test.
fined benefit plans. If you have both kinds of Tax Return for an S Corporation.

Employee compensation. For figuring theplans, a SEP is treated as a separate profit-shar- Sole proprietors and partners deduct contri-
ing (defined contribution) plan. A qualified plan deferral percentage, compensation is generallybutions for themselves on line 28 of Form 1040,
is a plan that meets the requirements discussed the amount you pay to the employee for theU.S. Individual Income Tax Return. (If you are a
under Qualification Rules in chapter 4. For infor- year. Compensation includes the elective defer-partner, contributions for yourself are shown on
mation about the special deduction limits, see the Schedule K-1 (Form 1065), Partner’s Share ral and other amounts deferred in certain em-
Deduction limit for multiple plans under Em- of Income, Deductions, Credits, etc., you get ployee benefit plans. See Compensation in
ployer Deduction in chapter 4. from the partnership.) chapter 1. Elective deferrals under the SARSEP

are included in figuring your employees’ deferralSEP and defined contribution plan. If you
percentage even though they are not included inalso contribute to a qualified defined contribution
the income of your employees for income taxplan, you must reduce the 25% deduction limit Salary Reduction purposes.for that plan by the allowable deduction for con-

tributions to the SEP-IRAs of those participating Compensat ion  of  se l f -employedSimplified Employee
in both the SEP plan and the defined contribu- individuals. If you are self-employed, com-
tion plan. pensation is your net earnings from self-employ-Pension (SARSEP)

ment as defined in chapter 1.
Carryover of A SARSEP is a SEP set up before 1997 that Compensation does not include tax-free

includes a salary reduction arrangement. (SeeExcess SEP Contributions items (or deductions related to them) other than
the Caution, next.) Under a SARSEP, your em- foreign earned income and housing cost

If you made SEP contributions that are more ployees can choose to have you contribute part amounts.
than the deduction limit (nondeductible contribu- of their pay to their SEP-IRAs rather than re-

Choice not to treat deferrals as compensa-tions), you can carry over and deduct the differ- ceive it in cash. This contribution is called an
tion. You can choose not to treat elective de-ence in later years. However, the carryover, “elective deferral” because employees choose
ferrals (and other amounts deferred in certainwhen combined with the contribution for the later (elect) to set aside the money, and they defer
employee benefit plans) for a year as compen-year, is subject to the deduction limit for that the tax on the money until it is distributed to

year. If you also contributed to a defined benefit them. sation under your SARSEP.

Chapter 2 Simplified Employee Pension (SEP) Page 7
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of deferral. However, these deferrals are in- gaged in a prohibited transaction. In that case,Limit on Elective Deferrals
cluded in wages for social security, Medicare, the SEP-IRA will no longer qualify as an IRA. For
and federal unemployment (FUTA) tax. a list of prohibited transactions, see ProhibitedThe most a participant can choose to defer for

Transactions in chapter 4.calendar year 2005 is the lesser of the following Excess deferrals. For 2005, excess deferrals
amounts. Effects on employee. If a SEP-IRA is dis-are the elective deferrals for the year that are

qualified because of a prohibited transaction,more than the $14,000 limit discussed earlier.1. 25% of the participant’s compensation
the assets in the account will be treated asFor a participant who is eligible to make(limited to $210,000 of the participant’s
having been distributed to the employee on thecatch-up contributions, excess deferrals are thecompensation).
first day of the year in which the transactionelective deferrals that are more than $18,000.

2. $14,000. occurred. The employee must include in incomeThe treatment of excess deferrals made under a
the fair market value of the assets (on the firstSARSEP is similar to the treatment of excessIn 2006, the compensation limit in (1) of
day of the year) that is more than any cost basisdeferrals made under a qualified plan. See$210,000 increases to $220,000. The amount in
in the account. Also, the employee may have toTreatment of Excess Deferrals under Elective(2) increases to $15,000.
pay the additional tax for making early withdraw-Deferrals (401(k) Plans) in chapter 4.The $14,000 limit applies to the total elective
als.deferrals the employee makes for the year to a Excess SEP contributions. Excess SEP

SEP and any of the following. contributions are elective deferrals of highly
compensated employees that are more than the• Cash or deferred arrangement (section
amount permitted under the SARSEP ADP test.401(k) plan). Reporting andYou must notify your highly compensated em-

• Salary reduction arrangement under a ployees within 21/2 months after the end of the Disclosuretax-sheltered annuity plan (section 403(b) plan year of their excess SEP contributions. If
plan). you do not notify them within this time period, Requirements

you must pay a 10% tax on the excess. For an• SIMPLE IRA plan.
explanation of the notification requirements, see If you set up a SEP using Form 5305-SEP, you
Revenue Procedure 91-44 in Cumulative Bulle- must give your eligible employees certain infor-Catch-up contributions. A SARSEP can per- tin 1991-2. If you adopted a SARSEP using mation about the SEP when you set it up. Seemit participants who are age 50 or over at the Form 5305A-SEP, the notification requirements Setting Up a SEP, earlier. Also, you must giveend of the calendar year to also make catch-up are explained in the instructions for that form. your eligible employees a statement each yearcontributions. The catch-up contribution limit for

showing any contributions to their SEP-IRAs.Reporting on Form W-2. Do not include elec-2005 is $4,000 ($5,000 for 2006). Elective defer-
You must also give them notice of any excesstive deferrals in the “Wages, tips, other compen-rals are not treated as catch-up contributions for
contributions. For details about other informa-sation” box of Form W-2. You must, however,2005 until they exceed the elective deferral limit
tion you must give them, see the instructions forinclude them in the “Social security wages” and(the lesser of 25% of compensation or $14,000),
Form 5305-SEP or 5305A-SEP (for a salary“Medicare wages and tips” boxes. You mustthe SARSEP ADP test limit discussed earlier, or
reduction SEP).also include them in box 12. Mark the “Retire-the plan limit (if any). However, the catch-up

ment plan” checkbox in box 13. For more infor- Even if you did not use Form 5305-SEP orcontribution a participant can make for a year
mation, see the Form W-2 instructions. Form 5305A-SEP to set up your SEP, you mustcannot exceed the lesser of the following

give your employees information similar to thatamounts.
described above. For more information, see the

• The catch-up contribution limit. instructions for either Form 5305-SEP or Form
5305A-SEP.Distributions• The excess of the participant’s compensa-

tion over the elective deferrals that are not (Withdrawals)catch-up contributions.

As an employer, you cannot prohibit distribu-Catch-up contributions are not subject to the
tions from a SEP-IRA. Also, you cannot makeelective deferral limit (the lesser of 25% of com-
your contributions on the condition that any partpensation or $14,000). 3.of them must be kept in the account.

Distributions are subject to IRA rules. ForOverall limit on SEP contributions. If you
information about IRA rules, including the taxalso make nonelective contributions to a
treatment of distributions, rollovers, requiredSEP-IRA, the total of the nonelective and elec- SIMPLE Plansdistributions, and income tax withholding, seetive contributions to that SEP-IRA cannot ex-
Publication 590.ceed the lesser of 25% of the employee’s

compensation or $42,000 ($44,000 for 2006).
The same rule applies to contributions you make Topics
to your own SEP-IRA. See Contribution Limits, This chapter discusses:
earlier. Additional Taxes

• SIMPLE IRA plan
Figuring the elective deferral. For figuring The tax advantages of using SEP-IRAs for re- • SIMPLE 401(k) planthe 25% limit on elective deferrals, compensa- tirement savings can be offset by additional
tion does not include SEP contributions, includ- taxes. There are additional taxes for all the fol-
ing elective deferrals or other amounts deferred lowing actions. Useful Items
in certain employee benefit plans. You may want to see:• Making excess contributions.

• Making early withdrawals.Tax Treatment of Deferrals Forms (and Instructions)
• Not making required withdrawals.Elective deferrals are no longer subject to the ❏ W-2 Wage and Tax Statement

deduction limits discussed earlier under Deduct-
For information about these taxes, see chap- ❏ 5304-SIMPLE Savings Incentive Matching Contributions. However, the combined de-

ter 1 in Publication 590. Also, a SEP-IRA may be Plan for Employees of Smallduction for a participant’s elective deferrals and
disqualified, or an excise tax may apply, if the Employers (SIMPLE)—Not for Useother SEP contributions cannot exceed
account is involved in a prohibited transaction, With a Designated Financial$42,000.
discussed next. InstitutionElective deferrals that are not more than the

limits discussed earlier under Limit on Elective Prohibited transaction. If an employee im- ❏ 5305-SIMPLE Savings Incentive Match
Deferrals are excluded from your employees’ properly uses his or her SEP-IRA, such as by Plan for Employees of Small
wages subject to federal income tax in the year borrowing money from it, the employee has en- Employers (SIMPLE)—for Use

Page 8 Chapter 3 SIMPLE Plans
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With a Designated Financial the transaction and the 2 following years if both you are self-employed, compensation is your
Institution the following conditions are satisfied. net earnings from self-employment (line 4, Sec-

tion A, or line 6, Section B, of Schedule SE• Coverage under the plan has not signifi-A savings incentive match plan for employees (Form 1040)) before subtracting any contribu-cantly changed during the grace period.(SIMPLE plan) is a written arrangement that tions made to the SIMPLE IRA plan for yourself.
provides you and your employees with a simpli- • The SIMPLE IRA plan would have contin-
fied way to make contributions to provide retire- ued to qualify after the transaction if you How To Set Up a
ment income. Under a SIMPLE plan, employees had remained a separate employer. SIMPLE IRA Plancan choose to make salary reduction contribu-
tions to the plan rather than receiving these You can use Form 5304-SIMPLE or FormThe grace period for acquisitions, dis-
amounts as part of their regular pay. In addition, 5305-SIMPLE to set up a SIMPLE IRA plan.positions, and similar transactions
you will contribute matching or nonelective con- Each form is a model savings incentive matchalso applies if, because of these typesCAUTION

!
tributions. plan for employees (SIMPLE) plan document.of transactions, you do not meet the rules ex-

SIMPLE plans can only be maintained on a Which form you use depends on whether youplained under Other qualified plan or Who Can
calendar-year basis. select a financial institution or your employeesParticipate in a SIMPLE IRA Plan, below.

A SIMPLE plan can be set up in either of the select the institution that will receive the contri-
Other qualified plan. The SIMPLE IRA planfollowing ways. butions.
generally must be the only retirement plan to Use Form 5304-SIMPLE if you allow each• Using SIMPLE IRAs (SIMPLE IRA plan). which you make contributions, or to which bene- plan participant to select the financial institution
fits accrue, for service in any year beginning with• As part of a 401(k) plan (SIMPLE 401(k) for receiving his or her SIMPLE IRA plan contri-
the year the SIMPLE IRA plan becomes effec-plan). butions. Use Form 5305-SIMPLE if you require
tive. that all contributions under the SIMPLE IRA plan

be deposited initially at a designated financialException. If you maintain a qualified planMany financial institutions will help
institution.for collective bargaining employees, you areyou set up a SIMPLE plan.

The SIMPLE IRA plan is adopted when youpermitted to maintain a SIMPLE IRA plan for
TIP

have completed all appropriate boxes andother employees.
blanks on the form and you (and the designated
financial institution, if any) have signed it. KeepWho Can Participate
the original form. Do not file it with the IRS.in a SIMPLE IRA Plan?

SIMPLE IRA Plan Other uses of the forms. If you set up a
SIMPLE IRA plan using Form 5304-SIMPLE orEligible employee. Any employee who re-

A SIMPLE IRA plan is a retirement plan that Form 5305-SIMPLE, you can use the form toceived at least $5,000 in compensation during
uses SIMPLE IRAs for each eligible employee. satisfy other requirements, including the follow-any 2 years preceding the current calendar year
Under a SIMPLE IRA plan, a SIMPLE IRA must ing.and is reasonably expected to receive at least
be set up for each eligible employee. For the $5,000 during the current calendar year is eligi- • Meeting employer notification require-definition of an eligible employee, see Who Can ble to participate. The term “employee” includes ments for the SIMPLE IRA plan. Page 3 ofParticipate in a SIMPLE IRA Plan, later. a self-employed individual who received earned Form 5304-SIMPLE and Page 3 of Form

income. 5305-SIMPLE contain a Model NotificationWho Can Set Up You can use less restrictive eligibility require- to Eligible Employees that provides the
ments (but not more restrictive ones) by elimi-a SIMPLE IRA Plan? necessary information to the employee.
nating or reducing the prior year compensation

• Maintaining the SIMPLE IRA plan recordsYou can set up a SIMPLE IRA plan if you meet requirements, the current year compensation
and proving you set up a SIMPLE IRAboth the following requirements. requirements, or both. For example, you can
plan for employees.allow participation for employees who received• You meet the employee limit.

at least $3,000 in compensation during any pre-
• You do not maintain another qualified plan ceding calendar year. However, you cannot im- Deadline for setting up a SIMPLE IRA plan.

unless the other plan is for collective bar- pose any other conditions for participating in a You can set up a SIMPLE IRA plan effective on
gaining employees. SIMPLE IRA plan. any date from January 1 thru October 1 of a

year, provided you did not previously maintain a
Excludable employees. The following em- SIMPLE IRA plan. This requirement does notEmployee limit. You can set up a SIMPLE ployees do not need to be covered under a apply if you are a new employer that comes intoIRA plan only if you had 100 or fewer employees SIMPLE IRA plan. existence after October 1 of the year thewho received $5,000 or more in compensation

SIMPLE IRA plan is set up and you set up a• Employees who are covered by a unionfrom you for the preceding year. Under this rule,
SIMPLE IRA plan as soon as administrativelyagreement and whose retirement benefitsyou must take into account all employees em-
feasible after your business comes into exis-were bargained for in good faith by theployed at any time during the calendar year
tence. If you previously maintained a SIMPLEemployees’ union and you.regardless of whether they are eligible to partici-
IRA plan, you can set up a SIMPLE IRA planpate. Employees include self-employed individ- • Nonresident alien employees who have effective only on January 1 of a year. A SIMPLEuals who received earned income and leased received no U.S. source wages, salaries, IRA plan cannot have an effective date that isemployees (defined in chapter 1). or other personal services compensation before the date you actually adopt the plan.Once you set up a SIMPLE IRA plan, you from you.

must continue to meet the 100-employee limit
Setting up a SIMPLE IRA. SIMPLE IRAs areeach year you maintain the plan.
the individual retirement accounts or annuitiesCompensation. Compensation for employ-

Grace period for employers who cease to into which the contributions are deposited. Aees is the total wages, tips, and other compen-
meet the 100-employee limit. If you maintain SIMPLE IRA must be set up for each eligiblesation from the employer subject to federal
the SIMPLE IRA plan for at least 1 year and you employee. Forms 5305-S, SIMPLE Individualincome tax withholding and the amounts paid for
cease to meet the 100-employee limit in a later Retirement Trust Account, and 5305-SA,domestic service in a private home, local college
year, you will be treated as meeting it for the 2 SIMPLE Individual Retirement Custodial Ac-club, or local chapter of a college fraternity or
calendar years immediately following the calen- count, are model trust and custodial accountsorority. Compensation also includes the
dar year for which you last met it. documents the participant and the trustee (oremployee’s salary reduction contributions made

custodian) can use for this purpose.A different rule applies if you do not meet the under this plan and, if applicable, elective defer-
100-employee limit because of an acquisition, rals under a section 401(k) plan, a SARSEP, or A SIMPLE IRA cannot be designated as a
disposition, or similar transaction. Under this section 403(b) annuity contract and compensa- Roth IRA. Contributions to a SIMPLE IRA will
rule, the SIMPLE IRA plan will be treated as tion deferred under a section 457 plan required not affect the amount an individual can contrib-
meeting the 100-employee limit for the year of to be reported by the employer on Form W-2. If ute to a Roth IRA.

Chapter 3 SIMPLE Plans Page 9
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Deadline for setting up a SIMPLE IRA. A salary reductions or deferred compensation can be taken into account to figure the contribu-
SIMPLE IRA must be set up for an employee under those plans, the salary reduction contribu- tion limit.
before the first date by which a contribution is tions under a SIMPLE IRA plan also are elective If you choose this 2% contribution formula,
required to be deposited into the employee’s deferrals that count toward the overall annual you must notify the employees within a reasona-
IRA. See Time limits for contributing funds, later, limit ($14,000 for 2005) on exclusion of salary ble period of time before the 60-day election
under Contribution Limits. reduction contributions and other elective defer- period (discussed earlier) for the calendar year.

rals.
Credit for startup costs. You may be able to

Example 1. In 2005, your employee, JaneCatch-up contributions. A SIMPLE IRAclaim a tax credit for part of the ordinary and
Wood, earned $36,000 and chose to have youplan can permit participants who are age 50 ornecessary costs of starting a SIMPLE IRA plan
contribute 10% of her salary. Your net earningsover at the end of the calendar year to also makethat first became effective in 2005. For more
from self-employment are $50,000, and youcatch-up contributions. The catch-up contribu-information, see Credit for startup costs under
choose to contribute 10% of your earnings totion limit for 2005 is $2,000 ($2,500 for 2006).Reminders, earlier.
your SIMPLE IRA. You make a 2% nonelectiveSalary reduction contributions are not treated as
contribution. Both of you are under age 50. Thecatch-up contributions for 2005 until they ex-Notification Requirement total contribution you can make for Jane isceed $10,000. However, the catch-up contribu-
$4,320, figured as follows.tion a participant can make for a year cannotIf you adopt a SIMPLE IRA plan, you must notify

exceed the lesser of the following amounts.each employee of the following information
Salary reduction contributionsbefore the beginning of the election period. • The catch-up contribution limit. ($36,000 × .10) . . . . . . . . . . . . . . . $3,600
2% nonelective contributions1. The employee’s opportunity to make or • The excess of the participant’s compensa-
($36,000 × .02) . . . . . . . . . . . . . . . 720change a salary reduction choice under a tion over the salary reduction contributions Total contributions . . . . . . . . . . . . $4,320SIMPLE IRA plan. that are not catch-up contributions.

2. Your choice to make either matching con-
The total contribution you can make for your-tributions or nonelective contributions (dis- Employer matching contributions. You are

self is $6,000, figured as follows.cussed later). generally required to match each employee’s
salary reduct ion contr ibut ions on a3. A summary description provided by the fi- Salary reduction contributionsdollar-for-dollar basis up to 3% of thenancial institution. ($50,000 × .10) . . . . . . . . . . . . . . . $5,000
employee’s compensation. This requirement 2% nonelective contributions4. Written notice that his or her balance can does not apply if you make nonelective contribu- ($50,000 × .02) . . . . . . . . . . . . . . . 1,000

be transferred without cost or penalty if tions as discussed later. Total contributions . . . . . . . . . . . . $6,000
you use a designated financial institution.

Example. In 2005, your employee, John
Example 2. Using the same facts as in Ex-Rose, earned $25,000 and chose to defer 5% ofElection period. The election period is gener-

ample 1, above, the maximum contribution youhis salary. Your net earnings from self-employ-ally the 60-day period immediately preceding
can make for Jane or for yourself if you eachment are $40,000, and you choose to contributeJanuary 1 of a calendar year (November 2 to
earned $75,000 is $11,500, figured as follows.10% of your earnings to your SIMPLE IRA. YouDecember 31 of the preceding calendar year).

make 3% matching contributions. The total con-However, the dates of this period are modified if
Salary reduction contributionstribution you can make for John is $2,000, fig-you set up a SIMPLE IRA plan in mid-year (for
(maximum amount) . . . . . . . . . . . . $10,000ured as follows.example, on July 1) or if the 60-day period falls
2% nonelective contributionsbefore the first day an employee becomes eligi-
($75,000 × .02) . . . . . . . . . . . . . . . 1,500Salary reduction contributionsble to participate in the SIMPLE IRA plan. Total contributions . . . . . . . . . . . . $11,500($25,000 × .05) . . . . . . . . . . . . . . . $1,250A SIMPLE IRA plan can provide longer peri-

Employer matching contributionods for permitting employees to enter into salary
($25,000 × .03) . . . . . . . . . . . . . . . 750reduction agreements or to modify prior agree- Time limits for contributing funds. You
Total contributions . . . . . . . . . . . . $2,000ments. For example, a SIMPLE IRA plan can must make the salary reduction contributions to

provide a 90-day election period instead of the the SIMPLE IRA within 30 days after the end of
60-day period. Similarly, in addition to the The total contribution you can make for your- the month in which the amounts would other-
60-day period, a SIMPLE IRA plan can provide self is $5,200, figured as follows. wise have been payable to the employee in
quarterly election periods during the 30 days cash. You must make matching contributions or
before each calendar quarter, other than the first Salary reduction contributions nonelective contributions by the due date (in-

($40,000 × .10) . . . . . . . . . . . . . . . $4,000quarter of each year. cluding extensions) for filing your federal income
Employer matching contribution tax return for the year.
($40,000 × .03) . . . . . . . . . . . . . . . 1,200Contribution Limits
Total contributions . . . . . . . . . . . . $5,200 When To Deduct

Contributions are made up of salary reduction
Lower percentage. If you choose a match- Contributionscontributions and employer contributions. You,

ing contribution less than 3%, the percentageas the employer, must make either matching
You can deduct SIMPLE IRA contributions in themust be at least 1%. You must notify the em-contributions or nonelective contributions, de-
tax year with or within which the calendar yearployees of the lower match within a reasonablefined later. No other contributions can be made
for which contributions were made ends. Youperiod of time before the 60-day election periodto the SIMPLE IRA plan. These contributions,
can deduct contributions for a particular tax year(discussed earlier) for the calendar year. Youwhich you can deduct, must be made timely.
if they are made for that tax year and are madecannot choose a percentage less than 3% forSee Time limits for contributing funds, later.
by the due date (including extensions) of yourmore than 2 years during the 5-year period that
federal income tax return for that year.Salary reduction contributions. The amount ends with (and includes) the year for which the

the employee chooses to have you contribute to choice is effective.
Example 1. Your tax year is the fiscal yeara SIMPLE IRA on his or her behalf cannot be

ending June 30. Contributions under a SIMPLEmore than $10,000 for 2005. These contribu- Nonelective contributions. Instead of
IRA plan for the calendar year 2005 (includingtions must be expressed as a percentage of the matching contributions, you can choose to make
contributions made in 2005 before July 1, 2005)employee’s compensation unless you permit the nonelective contributions of 2% of compensa-
are deductible in the tax year ending June 30,employee to express them as a specific dollar tion on behalf of each eligible employee who has
2006.amount. You cannot place restrictions on the at least $5,000 (or some lower amount you se-

contribution amount (such as limiting the contri- lect) of compensation from you for the year. If
Example 2. You are a sole proprietor whosebution percentage), except to comply with the you make this choice, you must make nonelec-

tax year is the calendar year. Contributions$10,000 limit. tive contributions whether or not the employee
under a SIMPLE IRA plan for the calendar yearIf an employee is a participant in any other chooses to make salary reduction contributions.
2005 (including contributions made in 2006 byemployer plan during the year and has elective Only $210,000 of the employee’s compensation
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April 15, 2006) are deductible in the 2005 tax eration of SIMPLE IRA plans, including the elec-
year. tion and notice requirements for these plans.

Notice 98-4 is in Cumulative Bulletin 1998-1. 4.Where To Deduct
Contributions

SIMPLE 401(k) PlanDeduct the contributions you make for your Qualified Plans
common-law employees on your tax return. For

You can adopt a SIMPLE plan as part of aexample, sole proprietors deduct them on
401(k) plan if you meet the 100-employee limitSchedule C (Form 1040), Profit or Loss From Topicsas discussed earlier under SIMPLE IRA Plan. ABusiness, or Schedule F (Form 1040), Profit or This chapter discusses:SIMPLE 401(k) plan is a qualified retirementLoss From Farming, partnerships deduct them
plan and generally must satisfy the rules dis-on Form 1065, U.S. Return of Partnership In- • Kinds of planscussed under Qualification Rules in chapter 4.come, and corporations deduct them on Form
However, a SIMPLE 401(k) plan is not subject to • Setting up a qualified plan1120, U.S. Corporation Income Tax Return,
the nondiscrimination and top-heavy rules inForm 1120-A, U.S. Corporation Short-Form In- • Minimum funding requirementthat discussion if the plan meets the conditionscome Tax Return, or Form 1120S, U.S. Income
listed below. • ContributionsTax Return for an S Corporation.

Sole proprietors and partners deduct contri- • Employer deduction1. Under the plan, an employee can choosebutions for themselves on line 28 of Form 1040,
to have you make salary reduction contri- • Elective deferrals (401(k) plans)U.S. Individual Income Tax Return. (If you are a
butions for the year to a trust in an amountpartner, contributions for yourself are shown on • Distributionsexpressed as a percentage of thethe Schedule K-1 (Form 1065), Partner’s Share
employee’s compensation, but not more • Prohibited transactionsof Income, Deductions, Credits, etc., you get
than $10,000 for 2005. If permitted underfrom the partnership.) • Reporting requirementsthe plan, an employee who is age 50 or
over can also make a catch-up contribution • Qualification rulesTax Treatment of up to $2,000 for 2005 ($2,500 for 2006).

of Contributions See Catch-up contributions, earlier under
Useful ItemsContribution Limits.

You can deduct your contributions and your em- You may want to see:
2. You must make either:ployees can exclude these contributions from

their gross income. SIMPLE IRA plan contribu- Publicationa. Matching contributions up to 3% of
tions are not subject to federal income tax with- compensation for the year, or

❏ 575 Pension and Annuity Incomeholding. However, salary reduction contributions
b. Nonelective contributions of 2% of com-are subject to social security, Medicare, and

Forms (and Instructions)pensation on behalf of each eligible em-federal unemployment (FUTA) taxes. Matching
ployee who has at least $5,000 ofand nonelective contributions are not subject to

❏ Schedule C (Form 1040) Profit or Losscompensation from you for the year.these taxes.
From Business

Reporting on Form W-2. Do not include 3. No other contributions can be made to the ❏ Schedule F (Form 1040) Profit or LossSIMPLE IRA plan contributions in the “Wages, trust. From Farmingtips, other compensation box” of Form W-2.
4. No contributions are made, and no bene-However, salary reduction contributions must be ❏ Schedule K-1 (Form 1065) Partner’s

fits accrue, for services during the yearincluded in the boxes for social security and Share of Income, Deductions,
under any other qualified retirement plan ofMedicare wages. Also include the proper code Credits, etc.
the employer on behalf of any employeein box 12. For more information, see the instruc-

❏ W-2 Wage and Tax Statementeligible to participate in the SIMPLE 401(k)tions for Forms W-2 and W-3.
plan. ❏ 1040 U.S. Individual Income Tax Return

Distributions (Withdrawals) 5. The employee’s rights to any contributions ❏ 1099-R Distributions From Pensions,
are nonforfeitable. Annuities, Retirement or

Distributions from a SIMPLE IRA are subject to Profit-Sharing Plans, IRAs,No more than $210,000 of the employee’sIRA rules and generally are includible in income Insurance Contracts, etc.compensation can be taken into account in figur-for the year received. Tax-free rollovers can be
ing salary reduction contributions, matching ❏ 5330 Return of Excise Taxes Related tomade from one SIMPLE IRA into another
contributions, and nonelective contributions. Employee Benefit PlansSIMPLE IRA. However, a rollover from a

SIMPLE IRA to a non-SIMPLE IRA can be made Employee notification. The notification re- ❏ 5500 Annual Return/Report of Employee
tax free only after a 2-year participation in the quirement that applies to SIMPLE IRA plans Benefit Plan
SIMPLE IRA plan. also applies to SIMPLE 401(k) plans. See Notifi-

❏ 5500-EZ Annual Return ofEarly withdrawals generally are subject to a cation Requirement in this chapter.
One-Participant (Owners and Their10% additional tax. However, the additional tax

Credit for startup costs. You may be able to Spouses) Retirement Planis increased to 25% if funds are withdrawn within
claim a tax credit for part of the ordinary and2 years of beginning participation.

❏ Schedule A (Form 5500) Insurancenecessary costs of starting a SIMPLE 401(k)
InformationMore information. See Publication 590, Indi- plan that first became effective in 2005. For

vidual Retirement Arrangements, for information more information, see Credit for startup costs
Qualified retirement plans set up by self-em-about IRA rules, including those on the tax treat- under Reminders, earlier.

ployed individuals are sometimes called Keoghment of distributions, rollovers, required distribu-
or H.R.10 plans. A sole proprietor or a partner-tions, and income tax withholding.
ship can set up a qualified plan. A common-law
employee or a partner cannot set up a qualifiedMore Information
plan. The plans described here can also be seton SIMPLE IRA Plans up and maintained by employers that are corpo-
rations. All the rules discussed here apply toIf you need more help to set up and maintain
corporations except where specifically limited toSIMPLE IRA plans, see the following IRS notice.
the self-employed.

Notice 98-4. This notice contains questions The plan must be for the exclusive benefit of
and answers about the implementation and op- employees or their beneficiaries. A qualified
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plan can include coverage for a self-employed to provide definitely determinable benefits to Individually designed plan. If you prefer, you
individual. plan participants. Actuarial assumptions and can set up an individually designed plan to meet

computations are required to figure these contri-As an employer, you can usually deduct, specific needs. Although advance IRS approval
butions. Generally, you will need continuing pro-subject to limits, contributions you make to a is not required, you can apply for approval by
fessional help to have a defined benefit plan.qualified plan, including those made for your paying a fee and requesting a determination

Forfeitures under a defined benefit plan can-own retirement. The contributions (and earnings letter. You may need professional help for this.
not be used to increase the benefits any em-and gains on them) are generally tax free until Revenue Procedure 2006-6 in Internal Revenue
ployee would otherwise receive under the plan.distributed by the plan. Bulletin 2006-1 may help you decide whether to
Forfeitures must be used instead to reduce em- apply for approval.
ployer contributions.

Internal Revenue Bulletins are avail-
able on the IRS website atKinds of Plans
www.irs.gov. They are also available

at most IRS offices and at certain libraries.Setting Up aThere are two basic kinds of qualified plans—
defined contribution plans and defined benefit User fee. The fee mentioned earlier for re-Qualified Planplans—and different rules apply to each. You questing a determination letter does not apply to
can have more than one qualified plan, but your certain requests made in 2005 and later years,There are two basic steps in setting up a quali-contributions to all the plans must not total more by employers who have 100 or fewer employeesfied plan. First you adopt a written plan. Thenthan the overall limits discussed under Contribu- who received at least $5,000 of compensationyou invest the plan assets.tions and Employer Deduction, later. from the employer for the preceding year. AtYou, the employer, are responsible for set-

least one of them must be a non-highly compen-ting up and maintaining the plan.Defined Contribution Plan sated employee participating in the plan. The
If you are self-employed, it is not nec- fee does not apply to requests made by the later

A defined contribution plan provides an individ- essary to have employees besides of the following dates.ual account for each participant in the plan. It yourself to sponsor and set up a quali-
TIP

provides benefits to a participant largely based fied plan. If you have employees, see Partici- • The end of the 5th plan year the plan is in
on the amount contributed to that participant’s pation, under Qualification Rules, later. effect.
account. Benefits are also affected by any in-

• The end of any remedial amendment pe-come, expenses, gains, losses, and forfeitures Set-up deadline. To take a deduction for con-
riod for the plan that begins within the firstof other accounts that may be allocated to an tributions for a tax year, your plan must be set up
5 plan years.account. A defined contribution plan can be ei- (adopted) by the last day of that year (December

ther a profit-sharing plan or a money purchase 31 for calendar year employers). The request cannot be made by the sponsor of a
pension plan. prototype or similar plan the sponsor intends to

Credit for startup costs. You may be able to market to participating employers.Profit-sharing plan. A profit-sharing plan is a claim a tax credit for part of the ordinary and
plan for sharing your business profits with your For more information about whether the usernecessary costs of starting a qualified plan that
employees. However, you do not have to make first became effective in 2005. For more infor- fee applies, see Revenue Procedure 2006-8 in
contributions out of net profits to have a mation, see Credit for startup costs under Re- Internal Revenue Bulletin 2006-1 and Notice
profit-sharing plan. minders, earlier. 2003-49 in Internal Revenue Bulletin 2003-32.

The plan does not need to provide a definite
formula for figuring the profits to be shared. But, Adopting a Written Plan Investing Plan Assets
if there is no formula, there must be systematic

You must adopt a written plan. The plan can beand substantial contributions. In setting up a qualified plan, you arrange how
an IRS-approved master or prototype plan of-The plan must provide a definite formula for the plan’s funds will be used to build its assets.
fered by a sponsoring organization. Or it can beallocating the contribution among the partici-

• You can establish a trust or custodial ac-an individually designed plan.pants and for distributing the accumulated funds
count to invest the funds.to the employees after they reach a certain age,

Written plan requirement. To qualify, theafter a fixed number of years, or upon certain • You, the trust, or the custodial accountplan you set up must be in writing and must beother occurrences. can buy an annuity contract from an insur-communicated to your employees. The plan’sIn general, you can be more flexible in mak- ance company. Life insurance can be in-provisions must be stated in the plan. It is noting contributions to a profit-sharing plan than to cluded only if it is incidental to thesufficient for the plan to merely refer to a require-a money purchase pension plan (discussed retirement benefits.ment of the Internal Revenue Code.next) or a defined benefit plan (discussed later).
• You, the trust, or the custodial accountForfeitures under a profit-sharing plan can Master or prototype plans. Most qualified can buy face-amount certificates from anbe allocated to the accounts of remaining partici-

plans follow a standard form of plan (a master or insurance company. These certificates arepants in a nondiscriminatory way or they can be
prototype plan) approved by the IRS. Master treated like annuity contracts.used to reduce your contributions.
and prototype plans are plans made available by
plan providers for adoption by employers (in-Money purchase pension plan. Contribu- You set up a trust by a legal instrument (writ-
cluding self-employed individuals). Under ations to a money purchase pension plan are ten document). You may need professional helpmaster plan, a single trust or custodial account isfixed and are not based on your business profits. to do this.established, as part of the plan, for the joint useFor example, if the plan requires that contribu- You can set up a custodial account with aof all adopting employers. Under a prototypetions be 10% of the participants’ compensation bank, savings and loan association, creditplan, a separate trust or custodial account iswithout regard to whether you have profits (or union, or other person who can act as the planestablished for each employer.the self-employed person has earned income), trustee.

the plan is a money purchase pension plan. This Plan providers. The following organiza-
You do not need a trust or custodial account,applies even though the compensation of a tions generally can provide IRS-approved

although you can have one, to invest the plan’sself-employed individual as a participant is master or prototype plans.
funds in annuity contracts or face-amount certifi-based on earned income derived from business • Banks (including some savings and loan cates. If anyone other than a trustee holds them,profits.

associations and federally insured credit however, the contracts or certificates must state
unions). they are not transferable.Defined Benefit Plan

• Trade or professional organizations.
Other plan requirements. For information onA defined benefit plan is any plan that is not a • Insurance companies. other important plan requirements, see Qualifi-defined contribution plan. Contributions to a de-
cation Rules, later.fined benefit plan are based on what is needed • Mutual funds.
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2. The plan was established by the end of the • Forfeitures allocated to participants’ ac-
previous year. counts.Minimum Funding

3. The plan treats the contributions as though Correcting excess annual additions. ARequirement it had received them on the last day of the plan can provide for the correction of excess
previous year. annual additions in the following ways.In general, if your plan is a money purchase

4. You do either of the following.pension plan or a defined benefit plan, you must
1. Allocate and reallocate the excess to otheractually pay enough into the plan to satisfy the

a. You specify in writing to the plan admin- participants in the plan to the extent ofminimum funding standard for each year. Deter-
istrator or trustee that the contributions their unused limits for the year.mining the amount needed to satisfy the mini-
apply to the previous year.mum funding standard for a defined benefit plan 2. If these limits are exceeded, do one of the

is complicated. The amount is based on what b. You deduct the contributions on your following.
should be contributed under the plan formula tax return for the previous year. (A part-

a. Hold the excess in a separate accountusing actuarial assumptions and formulas. For nership shows contributions for partners
and allocate (and reallocate) it to par-information on this funding requirement, see on Schedule K (Form 1065), Partner’s
ticipants’ accounts in the following yearsection 412 and its regulations. Share of Income, Deductions, Credits,
(or years) before making any contribu-etc.)

Quarterly installments of required contribu- tions for that year (see also Carryover
tions. If your plan is a defined benefit plan of Excess Contributions, later).
subject to the minimum funding requirements, Employer’s promissory note. Your promis- b. Return employee after-tax contributionsyou must make quarterly installment payments sory note made out to the plan is not a payment or elective deferrals (see Employeeof the required contributions. If you do not pay that qualifies for the deduction. Also, issuing this Contributions and Elective Deferralsthe full installments timely, you may have to pay note is a prohibited transaction subject to tax. (401(k) Plans), later).interest on any underpayment for the period of See Prohibited Transactions, later.
the underpayment.

Tax treatment of returned contributions orDue dates. The due dates for the install- Employer Contributions distributed elective deferrals. The return ofments are 15 days after the end of each quarter.
employee after-tax contributions or the distribu-There are certain limits on the contributions andFor a calendar-year plan, the installments are
tion of elective deferrals to correct excess an-other annual additions you can make each yeardue April 15, July 15, October 15, and January
nual additions is considered a correctivefor plan participants. There are also limits on the15 (of the following year).
payment rather than a distribution of accruedamount you can deduct. See Deduction Limits,

Installment percentage. Each quarterly in- benefits. The penalties for early distributionslater.
stallment must be 25% of the required annual and excess distributions do not apply.
payment. These disbursements are not wages report-

able on Form W-2. For specific informationLimits on ContributionsExtended period for making contributions.
about reporting them, see the Instructions forAdditional contributions required to satisfy the and Benefits
Forms 1099, 1098, 5498, and W-2G.minimum funding requirement for a plan year

Participants must report these amounts onYour plan must provide that contributions orwill be considered timely if made by 81/2 months
the line for Pensions and annuities on Formbenefits cannot exceed certain limits. The limitsafter the end of that year.
1040 or Form 1040A, U.S. Individual Incomediffer depending on whether your plan is a de-
Tax Return.fined contribution plan or a defined benefit plan.

Defined benefit plan. For 2005, the annual Employee ContributionsContributions
benefit for a participant under a defined benefit
plan cannot exceed the lesser of the following Participants may be permitted to make nonde-A qualified plan is generally funded by your
amounts. ductible contributions to a plan in addition tocontributions. However, employees participating

your contributions. Even though these em-in the plan may be permitted to make contribu- 1. 100% of the participant’s average compen- ployee contributions are not deductible, thetions. sation for his or her highest 3 consecutive earnings on them are tax free until distributed in
calendar years. later years. Also, these contributions must sat-Contributions deadline. You can make de-

isfy the nondiscrimination test of section 401(m).ductible contributions for a tax year up to the due 2. $170,000 ($175,000 for 2006).
See Regulations sections 1.401(k)-2 anddate of your return (plus extensions) for that
1.401(m)-2 for further guidance relating to theyear.

Defined contribution plan. For 2005, a de- nondiscrimination rules under sections 401(k)
fined contribution plan’s annual contributionsSelf-employed individual. You can make and 401(m).
and other additions (excluding earnings) to thecontributions on behalf of yourself only if you
account of a participant cannot exceed thehave net earnings (compensation) from self-em-
lesser of the following amounts.ployment in the trade or business for which the

plan was set up. Your net earnings must be from Employer Deduction1. 100% of the participant’s compensation.your personal services, not from your invest-
ments. If you have a net loss from self-employ- 2. $42,000 ($44,000 for 2006). You can usually deduct, subject to limits, contri-
ment, you cannot make contributions for butions you make to a qualified plan, includingCatch-up contributions (discussed lateryourself for the year, even if you can contribute those made for your own retirement. The contri-under Limit on Elective Deferrals) are not sub-for common-law employees based on their com- butions (and earnings and gains on them) areject to the above limit.pensation. generally tax free until distributed by the plan.

Excess annual additions. Excess annual
additions are the amounts contributed to a de-When Contributions Deduction Limitsfined contribution plan that are more than theAre Considered Made
limits discussed previously. A plan can correct The deduction limit for your contributions to a
excess annual additions caused by any of theYou generally apply your plan contributions to qualified plan depends on the kind of plan you
following actions.the year in which you make them. But you can have.

apply them to the previous year if all the follow- • A reasonable error in estimating a Defined contribution plans. The deductioning requirements are met. participant’s compensation. for contributions to a defined contribution plan
1. You make them by the due date of your • A reasonable error in determining the (profit-sharing plan or money purchase pension

tax return for the previous year (plus ex- elective deferrals permitted (discussed plan) cannot be more than 25% of the compen-
tensions). later). sation paid (or accrued) during the year to your
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eligible employees participating in the plan. If Deduction Limit for Carryover of
you are self-employed, you must reduce this Excess ContributionsSelf-Employed Individualslimit in figuring the deduction for contributions
you make for your own account. See Deduction If you contribute more to the plans than you canIf you make contributions for yourself, you need
Limit for Self-Employed Individuals, later. deduct for the year, you can carry over andto make a special computation to figure your

deduct the difference in later years, combinedWhen figuring the deduction limit, the follow- maximum deduction for these contributions.
with your contributions for those years. Youring rules apply. Compensation is your net earnings from
combined deduction in a later year is limited toself-employment, defined in chapter 1. This defi-
25% of the participating employees’ compensa-• Elective deferrals (discussed later) are not

nition takes into account both the following tion for that year. For purposes of this limit, asubject to the limit.
items. SEP is treated as a profit-sharing (defined con-• Compensation includes elective deferrals. tribution) plan. However, this percentage limit• The deduction for one-half of your self-em-

must be reduced to figure your maximum deduc-• The maximum compensation that can be
ployment tax. tion for contributions you make for yourself. Seetaken into account for each employee is

Deduction Limit for Self-Employed Individuals,• The deduction for contributions on your$210,000.
earlier. The amount you carry over and deductbehalf to the plan.
may be subject to the excise tax discussed next.

Defined benefit plans. The deduction for Table 4–1 illustrates the carryover of excessThe deduction for your own contributions andcontributions to a defined benefit plan is based contributions to a profit-sharing plan.your net earnings depend on each other. For thison actuarial assumptions and computations.
reason, you determine the deduction for yourConsequently, an actuary must figure your de- Excise Tax forown contributions indirectly by reducing the con-duction limit.

Nondeductible (Excess)tribution rate called for in your plan. To do this,
In figuring the deduction for contribu- use either the Rate Table for Self-Employed or Contributionstions, you cannot take into account

the Rate Worksheet for Self-Employed in chap-any contributions or benefits that areCAUTION
!

If you contribute more than your deduction limitter 5. Then figure your maximum deduction bymore than the limits discussed earlier under to a retirement plan, you have made nondeduct-using the Deduction Worksheet for Self-Em-Limits on Contributions and Benefits. However, ible contributions and you may be liable for anployed in chapter 5.your deduction for contributions to a defined excise tax. In general, a 10% excise tax applies
benefit plan can be as much as the plan’s un- to nondeductible contributions made to qualified
funded current liability. pension and profit-sharing plans and to SEPs.Multiple plans. The deduction limit for multi-

ple plans (discussed earlier) also applies to con- Special rule for self-employed individuals.
tributions you make as an employer on your ownDeduction limit for multiple plans. If you The 10% excise tax does not apply to any contri-
behalf.contribute to both a defined contribution plan bution made to meet the minimum funding re-

and a defined benefit plan and at least one quirements in a money purchase pension plan
employee is covered by both plans, your deduc- Where To Deduct or a defined benefit plan. Even if that contribu-
tion for those contributions is limited. Your de- tion is more than your earned income from theContributions
duction cannot be more than the greater of the trade or business for which the plan is set up, the
following amounts. difference is not subject to this excise tax. SeeDeduct the contributions you make for your

Minimum Funding Requirement, earlier.common-law employees on your tax return. For• 25% of the compensation paid (or ac-
example, sole proprietors deduct them on Exceptions. If you maintain a defined benefitcrued) during the year to your eligible em-
Schedule C (Form 1040), Profit or Loss From plan, the following exceptions may enable you toployees participating in the plan. If you are
Business, or Schedule F (Form 1040), Profit or choose not to take certain nondeductible contri-self-employed, you must reduce this 25%

butions into account when figuring the 10% ex-Loss From Farming, partnerships deduct themlimit in figuring the deduction for contribu-
cise tax.on Form 1065, U.S. Return of Partnership In-tions you make for your own account.

come, and corporations deduct them on Form Contributions to one or more defined con-• Your contributions to the defined benefit
1120, U.S. Corporation Income Tax Return, tribution plans. If contributions to one orplans, but not more than the amount
Form 1120-A, U.S. Corporation Short-Form In- more defined contribution plans are not deducti-needed to meet the year’s minimum fund-

ble only because they are more than the com-come Tax Return, or Form 1120S, U.S. Incomeing standard for any of these plans.
bined plan deduction limit, the 10% excise taxTax Return for an S Corporation.
does not apply to the extent the difference is notThis limit does not apply if contributions to the Sole proprietors and partners deduct contri-
more than the greater of the following amounts.defined contribution plan consist only of elective butions for themselves on line 28 of Form 1040,

deferrals. • 6% of the participants’ compensation (in-U.S. Individual Income Tax Return. (If you are a
cluding elective deferrals) for the year.partner, contributions for yourself are shown onFor this rule, a SEP is treated as a

the Schedule K-1 (Form 1065), Partner’s Shareseparate profit-sharing (defined con- • The sum of employer matching contribu-
of Income, Deduction, Credits, etc., you get fromtribution) plan. tions and the elective deferrals to a 401(k)CAUTION

!
the partnership.) plan.

Table 4–1. Carryover of Excess Contributions Illustrated—Profit-Sharing Plan (000’s omitted)

Participants’
share of Deductible Excess
required limit for Excess Total contribution

contribution current contribution deduction carryover
Participants’ (10% of year (25% of carryover including available at

Year Compensation annual profit) compensation) Contribution used1 carryovers end of year

2002 . . . . . . . . $1,000 $100 $250 $100 $ 0 $100 $ 0
2003 . . . . . . . . 400 165 100 165 0 100 65
2004 . . . . . . . . 500 100 125 100 25 125 40
2005 . . . . . . . . 600 100 150 100 40 140 0

1There were no carryovers from years before 2002.

Page 14 Chapter 4 Qualified Plans



Page 15 of 26 of Publication 560 11:22 - 17-FEB-2006

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

Defined benefit plan exception. In figuring Nonelective contributions. You can, under a the amount to be paid from each plan. The plan
the 10% excise tax, you can choose not to take qualified 401(k) plan, also make contributions must then pay the employee that amount by
into account as nondeductible contributions for (other than matching contributions) for your par- April 15, 2006.
any year contributions to a defined benefit plan ticipating employees without giving them the

Excess withdrawn by April 15. If the em-that are not more than the full funding limit fig- choice to take cash instead.
ployee takes out the excess deferral by April 15,ured without considering the current liability
2006, it is not reported again by including it in theEmployee compensation limit. No morelimit. Apply the overall limits on deductible con-
employee’s gross income for 2006. However,than $210,000 of the employee’s compensationtributions first to contributions to defined contri-
any income earned on the excess deferral takencan be taken into account when figuring contri-bution plans and then to contributions to defined
out is taxable in the tax year in which it is takenbutions.benefit plans. If you use this new exception, you
out. The distribution is not subject to the addi-cannot also use the exception discussed above SIMPLE 401(k) plan. If you had 100 or fewer tional 10% tax on early distributions.under Contributions to one or more defined con- employees who earned $5,000 or more in com- If the employee takes out part of the excesstribution plans. pensation during the preceding year, you may deferral and the income on it, the distribution is

be able to set up a SIMPLE 401(k) plan. A treated as made proportionately from the excessReporting the tax. You must report the tax on
SIMPLE 401(k) plan is not subject to the nondis- deferral and the income.your nondeductible contributions on Form 5330.
crimination and top-heavy plan requirements Even if the employee takes out the excessForm 5330 includes a computation of the tax.
discussed later under Qualification Rules. For deferral by April 15, the amount is consideredSee the separate instructions for completing the
details about SIMPLE 401(k) plans, see contributed for satisfying (or not satisfying) theform.
SIMPLE 401(k) Plan in chapter 3. nondiscrimination requirements of the plan, un-

less the distributed amount is for a non-highly
compensated employee who participates in onlyLimit on Elective Deferrals
one employer’s 401(k) plan or plans. See Contri-Elective Deferrals

There is a limit on the amount an employee can butions or benefits must not discriminate, later,
defer each year under these plans. This limit under Qualification Rules.(401(k) Plans)
applies without regard to community property

Excess not withdrawn by April 15. If thelaws. Your plan must provide that your employ-Your qualified plan can include a cash or de- employee does not take out the excess deferralees cannot defer more than the limit that appliesferred arrangement under which participants by April 15, 2006, the excess, though taxable infor a particular year. For 2005, the basic limit oncan choose to have you contribute part of their 2005, is not included in the employee’s costelective deferrals is $14,000. (For 2006, this limitbefore-tax compensation to the plan rather than basis in figuring the taxable amount of any even-increases to $15,000.) If, in conjunction withreceive the compensation in cash. A plan with tual benefits or distributions under the plan. Inother plans, the deferral limit is exceeded, thethis type of arrangement is popularly known as a effect, an excess deferral left in the plan is taxeddifference is included in the employee’s gross“401(k) plan.” (As a self-employed individual twice, once when contributed and again whenincome.participating in the plan, you can contribute part distributed. Also, if the entire deferral is allowed
of your before-tax net earnings from the busi- Catch-up contributions. A 401(k) plan can to stay in the plan, the plan may not be a quali-
ness.) This contribution is called an “elective permit participants who are age 50 or over at the fied plan.
deferral” because participants choose (elect) to end of the calendar year to also make catch-up
set aside the money, and they defer the tax on Reporting corrective distributions on Formcontributions. The catch-up contribution limit for
the money until it is distributed to them. 1099-R. Report corrective distributions of ex-2005 is $4,000 ($5,000 for 2006). Elective defer-

In general, a qualified plan can include a cess deferrals (including any earnings) on Formrals are not treated as catch-up contributions for
cash or deferred arrangement only if the quali- 1099-R. For specific information about reporting2005 until they exceed the $14,000 limit, the
fied plan is one of the following plans. corrective distributions, see the Instructions forADP test limit of Internal Revenue Code section

Forms 1099, 1098, 5498, and W-2G.401(k)(3), or the plan limit (if any). However, the• A profit-sharing plan.
catch-up contribution a participant can make for Tax on excess contributions of highly com-• A money purchase pension plan in exis- a year cannot exceed the lesser of the following pensated employees. The law provides teststence on June 27, 1974, that included a amounts. to detect discrimination in a plan. If tests, suchsalary reduction arrangement on that date.

as the actual deferral percentage test (ADP test)• The catch-up contribution limit.
(see section 401(k)(3)) and the actual contribu-• The excess of the participant’s compensa-Automatic enrollment in a 401(k) plan. Your tion percentage test (ACP test) (see section

tion over the elective deferrals that are not401(k) plan can have an automatic enrollment 401(m)(2)), show that contributions for highly
catch-up contributions.feature. Under this feature, you can automati- compensated employees are more than the test

cally reduce an employee’s pay by a fixed per- limits for these contributions, the employer may
centage and contribute that amount to the have to pay a 10% excise tax. Report the tax onTreatment of contributions. Your contribu-
401(k) plan on his or her behalf unless the em- Form 5330. The ADP and ACP tests do nottions to a 401(k) plan are generally deductible by
ployee affirmatively chooses not to have his or apply to safe harbor 401(k) plans.you and tax free to participating employees until
her pay reduced or chooses to have it reduced The tax for the year is 10% of the excessdistributed from the plan. Participating employ-
by a different percentage. These contributions contributions for the plan year ending in your taxees have a nonforfeitable right to the accrued
qualify as elective deferrals. For more informa- year. Excess contributions are elective defer-benefit resulting from these contributions. Defer-
tion about 401(k) plans with an automatic enroll- rals, employee contributions, or employerrals are included in wages for social security,
ment feature, see Regulations section matching or nonelective contributions that areMedicare, and federal unemployment (FUTA)
1.401(k)-1. more than the amount permitted under the ADPtax.

test or the ACP test.
Partnership. A partnership can have a 401(k) Reporting on Form W-2. You must report the See Regulations sections 1.401(k)-2 and
plan. total amount deferred in boxes 3, 5, and 12 of 1.401(m)-2 for further guidance relating to the

your employee’s  Form W-2. See the Form W-2 nondiscrimination rules under sections 401(k)Restriction on conditions of participation. instructions. and 401(m).The plan cannot require, as a condition of par-
ticipation, that an employee complete more than Treatment of1 year of service.

Excess Deferrals
Matching contributions. If your plan permits, Distributions
you can make matching contributions for an If the total of an employee’s deferrals is more
employee who makes an elective deferral to than the limit for 2005, the employee can have Amounts paid to plan participants from a quali-
your 401(k) plan. For example, the plan might the difference (called an excess deferral) paid fied plan are called distributions. Distributions
provide that you will contribute 50 cents for each out of any of the plans that permit these distribu- may be nonperiodic, such as lump-sum distribu-
dollar your participating employees choose to tions. He or she must notify the plan by April 15, tions, or periodic, such as annuity payments.
defer under your 401(k) plan. 2006 (or an earlier date specified in the plan), of Also, certain loans may be treated as distribu-
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tions. See Loans Treated as Distributions in treated as a distribution for the starting year. 2. Any of a series of substantially equal pay-
Publication 575. (The starting year is the year in which the partici- ments made at least once a year over any

pant meets (1) or (2) above, whichever applies.) of the following periods.
After the starting year, the participant must re-Required Distributions

a. The employee’s life or life expectancy.ceive the required distribution for each year by
December 31 of that year. If no distribution isA qualified plan must provide that each partici- b. The joint lives or life expectancies of the
made in the starting year, required distributionspant will either: employee and beneficiary.
for 2 years must be made in the next year (one• Receive his or her entire interest (benefits) c. A period of 10 years or longer.by April 1 and one by December 31).

in the plan by the required beginning date
Distributions after participant’s death.(defined later), or 3. A hardship distribution.

See Publication 575 for the special rules cover-• Begin receiving regular periodic distribu- 4. The portion of a distribution that representsing distributions made after the death of a par-
tions by the required beginning date in an- the return of an employee’s nondeductibleticipant.
nual amounts calculated to distribute the contributions to the plan. See Employee
participant’s entire interest (benefits) over Contributions, earlier. Also, see the Tip be-Distributions Fromhis or her life expectancy or over the joint low.401(k) Planslife expectancy of the participant and the

5. A corrective distribution of excess contribu-designated beneficiary (or over a shorter
Generally, distributions cannot be made until tions or deferrals under a 401(k) plan andperiod).
one of the following occurs. any income allocable to the excess, or of

excess annual additions and any allocableThese distribution rules apply individually to • The employee retires, dies, becomes dis-
each qualified plan. You cannot satisfy the re- gains. See Correcting excess annual addi-abled, or otherwise severs employment.
quirement for one plan by taking a distribution tions, earlier, under Limits on Contributions

• The plan ends and no other defined contri-from another. The plan must provide that these and Benefits.
bution plan is established or continued.rules override any inconsistent distribution op-

6. Loans treated as distributions.tions previously offered. • In the case of a 401(k) plan that is part of
7. Dividends on employer securities.a profit-sharing plan, the employeeMinimum distribution. If the account balance

reaches age 591/2 or suffers financial hard-of a qualified plan participant is to be distributed 8. The cost of life insurance coverage.
ship. For the rules on hardship distribu-(other than as an annuity), the plan administra-
tions, including the limits on them, seetor must figure the minimum amount required to A distribution of the employee’s non-
section 1.401(k)-1(d) of the regulations.be distributed each distribution calendar year. deductible contributions may qualify

This minimum is figured by dividing the account as a rollover distribution. The transfer
TIP

balance by the applicable life expectancy. For must be made either (1) through a direct rolloverCertain distributions listed above may
details on figuring the minimum distribution, see to a defined contribution plan that separatelybe subject to the tax on early distribu-
Tax on Excess Accumulation in Publication 575. accounts for the taxable and nontaxable parts oftions discussed later.CAUTION

!
the rollover or (2) through a rollover to a tradi-Minimum distribution incidental benefit re-
tional IRA.quirement. Minimum distributions must also Qualified domestic relations order (QDRO).

meet the minimum distribution incidental benefit More information. For more informationThese distribution restrictions do not apply if the
requirement. This requirement ensures the plan about rollovers, see Rollovers in Publicationsdistribution is to an alternate payee under the
is used primarily to provide retirement benefits 575 and 590.terms of a QDRO, which is defined in Publication
to the employee. After the employee’s death, 575.
only “incidental” benefits are expected to remain Withholding requirement. If, during a year, a
for distribution to the employee’s beneficiary (or qualified plan pays to a participant one or moreTax Treatmentbeneficiaries). For more information about other eligible rollover distributions (defined earlier)of Distributionsdistribution requirements, see Publication 575. that are reasonably expected to total $200 or

more, the payor must withhold 20% of eachRequired beginning date. Generally, each Distributions from a qualified plan minus a pro-
distribution for federal income tax.participant must receive his or her entire bene- rated part of any cost basis are subject to in-

fits in the plan or begin to receive periodic distri- come tax in the year they are distributed. Since Exceptions. If, instead of having the distri-
butions of benefits from the plan by the required most recipients have no cost basis, a distribution bution paid to him or her, the participant chooses
beginning date. is generally fully taxable. An exception is a distri- to have the plan pay it directly to an IRA or

A participant must begin to receive distribu- bution that is properly rolled over as discussed another eligible retirement plan (a direct rollo-tions from his or her qualified retirement plan by next under Rollover. ver), no withholding is required.April 1 of the first year after the later of the The tax treatment of distributions depends If the distribution is not an eligible rolloverfollowing years. on whether they are made periodically over sev- distribution, defined earlier, the 20% withholding
eral years or life (periodic distributions) or are1. Calendar year in which he or she reaches requirement does not apply. Other withholding
nonperiodic distributions. See Taxation of Peri-age 701/2. rules apply to distributions such as long-term
odic Payments and Taxation of Nonperiodic

periodic distributions and required distributions2. Calendar year in which he or she retires Payments in Publication 575 for a detailed
(periodic or nonperiodic). However, the partici-from employment with the employer main- description of how distributions are taxed, in-
pant can still choose not to have tax withheldtaining the plan. cluding the 10-year tax option or capital gain
from these distributions. If the participant doestreatment of a lump-sum distribution.However, the plan may require the participant to not make this choice, the following withholding

begin receiving distributions by April 1 of the rules apply.Rollover. The recipient of an eligible rollover
year after the participant reaches age 701/2 even distribution from a qualified plan can defer the • For periodic distributions, withholding isif the participant has not retired. tax on it by rolling it over into a traditional IRA or

based on their treatment as wages.If the participant is a 5% owner of the em- another eligible retirement plan. However, it may
ployer maintaining the plan or if the distribution be subject to withholding as discussed under • For nonperiodic distributions, 10% of the
is from a traditional or SIMPLE IRA, the partici- Withholding requirement, later. taxable part is withheld.
pant must begin receiving distributions by April 1

Eligible rollover distribution. This is a dis-of the first year after the calendar year in which Estimated tax payments. If no income taxtribution of all or any part of an employee’sthe participant reached age 701/2. For more infor- is withheld or not enough tax is withheld, thebalance in a qualified retirement plan that is notmation, see Tax on Excess Accumulation in recipient of a distribution may have to makeany of the following.Publication 575. estimated tax payments. For more information,
see Withholding Tax and Estimated Tax in Pub-Distributions after the starting year. The 1. A required minimum distribution. See Re-
lication 575.distribution required to be made by April 1 is quired Distributions, earlier.
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person knew or should have known thatTax on Early Distributions • You own more than 5% of the capital or
the failure to provide notice existed.profits interest in the employer.

If a distribution is made to an employee under If the person liable for the tax exercised reason-• You own or are considered to own morethe plan before he or she reaches age 591/2, the able diligence to meet the notice requirement,than 5% of the outstanding stock (or moreemployee may have to pay a 10% additional tax the tax cannot be more than $500,000 during thethan 5% of the total voting power of allon the distribution. This tax applies to the tax year. The tax can also be waived to thestock) of the employer.amount received that the employee must in- extent it would be excessive or unfair if the
clude in income. failure is due to reasonable cause and not to

Reporting the tax. Include on Form 1040, line willful neglect.
Exceptions. The 10% tax will not apply if dis- 63, any tax you owe for an excess benefit. On
tributions before age 591/2 are made in any of the the dotted line next to the total, write “Sec.
following circumstances. 72(m)(5)” and write in the amount.

• Made to a beneficiary (or to the estate of Prohibited
Lump-sum distribution. The amount subjectthe employee) on or after the death of the
to the additional tax is not eligible for the optional Transactionsemployee.
methods of figuring income tax on a lump-sum

• Made due to the employee having a quali- distribution. The optional methods are dis- Prohibited transactions are transactions be-
fying disability. cussed under Lump-Sum Distributions in Publi- tween the plan and a disqualified person that are

cation 575. prohibited by law. (However, see Exemption,• Made as part of a series of substantially
later.) If you are a disqualified person who takesequal periodic payments beginning after
part in a prohibited transaction, you must pay aExcise Tax on Reversion ofseparation from service and made at least
tax (discussed later).annually for the life or life expectancy of Plan Assets

Prohibited transactions generally include thethe employee or the joint lives or life ex-
following transactions.A 20% or 50% excise tax is generally imposedpectancies of the employee and his or her

on the cash and fair market value of other prop-designated beneficiary. (The payments
1. A transfer of plan income or assets to, orerty an employer receives directly or indirectlyunder this exception, except in the case of use of them by or for the benefit of, afrom a qualified plan. If you owe this tax, report itdeath or disability, must continue for at disqualified person.in Part IX of Form 5330. See the form instruc-least 5 years or until the employee

tions for more information. 2. Any act of a fiduciary by which he or shereaches age 591/2, whichever is the longer
deals with plan income or assets in his orperiod.)
her own interest.Notification of Significant• Made to an employee after separation

Benefit Accrual Reduction 3. The receipt of consideration by a fiduciaryfrom service if the separation occurred
for his or her own account from any partyduring or after the calendar year in which

An employer or the plan will have to pay an dealing with the plan in a transaction thatthe employee reached age 55.
excise tax if both the following occur. involves plan income or assets.• Made to an alternate payee under a quali-

• A defined benefit plan or money purchase 4. Any of the following acts between the planfied domestic relations order (QDRO).
pension plan is amended to provide for a and a disqualified person.• Made to an employee for medical care up significant reduction in the rate of future

to the amount allowable as a medical ex- a. Selling, exchanging, or leasing prop-benefit accrual.
pense deduction (determined without re- erty.

• The plan administrator fails to notify thegard to whether the employee itemizes
b. Lending money or extending credit.affected individuals and the employee or-deductions).

ganizations representing them of the re- c. Furnishing goods, services, or facilities.• Timely made to reduce excess contribu- duction in writing. Affected individuals are
tions under a 401(k) plan. the participants and alternate payees

whose rate of benefit accrual under the• Timely made to reduce excess employee Exemption. Certain transactions are exempt
plan may reasonably be expected to beor matching employer contributions (ex- from being treated as prohibited transactions.
significantly reduced by the amendment.cess aggregate contributions). For example, a prohibited transaction does not

take place if you are a disqualified person andA plan amendment that eliminates or reduces• Timely made to reduce excess elective
receive any benefit to which you are entitled as aany early retirement benefit or retirement-typedeferrals.
plan participant or beneficiary. However, thesubsidy reduces the rate of future benefit ac-• Made because of an IRS levy on the plan. benefit must be figured and paid under the samecrual.
terms as for all other participants and beneficia-

The notice must be written in a manner calcu- ries. For other transactions that are exempt, seeReporting the tax. To report the tax on early lated to be understood by the average plan par- section 4975 and the related regulations.distributions, file Form 5329, Additional Taxes ticipant and must provide enough information to
on Qualified Plans (Including IRAs) and Other allow each individual to understand the effect of Disqualified person. You are a disqualifiedTax-Favored Accounts. See the form instruc- the plan amendment. It must be provided within person if you are any of the following.tions for additional information about this tax. a reasonable time before the amendment takes

1. A fiduciary of the plan.effect.
Tax on Excess Benefits The tax is $100 per participant or alternate 2. A person providing services to the plan.

payee for each day the notice is late. It is im-If you are or have been a 5% owner of the 3. An employer, any of whose employees areposed on the employer, or, in the case of abusiness maintaining the plan, amounts you re- covered by the plan.multi-employer plan, on the plan.ceive at any age that are more than the benefits
4. An employee organization, any of whose There are certain exceptions to, and limita-provided for you under the plan formula are

members are covered by the plan.tions on, the tax. The tax does not apply in any ofsubject to an additional tax. This tax also applies
the following situations.to amounts received by your successor. The tax 5. Any direct or indirect owner of 50% or

is 10% of the excess benefit includible in in- more of any of the following.• The person liable for the tax was unaware
come. of the failure and exercised reasonable dil-

a. The combined voting power of all clas-igence to meet the notice requirements.5% owner. You are a 5% owner if you meet ses of stock entitled to vote, or the total
either of the following conditions at any time • The person liable for the tax exercised value of shares of all classes of stock of
during the 5 plan years immediately before the reasonable diligence to meet the notice a corporation that is an employer or em-
plan year that ends within the tax year you re- requirements and provided the notice ployee organization described in (3) or
ceive the distribution. within 30 days starting on the first date the (4).
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b. The capital interest or profits interest of If services are performed, the amount in- One-participant plan. Your plan is a
one-participant plan if either of the following isvolved is any excess compensation given ora partnership that is an employer or em-
true.received.ployee organization described in (3) or

(4). • The plan covers only you (or you and your
Taxable period. The taxable period starts on spouse) and you (or you and your spouse)c. The beneficial interest of a trust or unin-
the transaction date and ends on the earliest of own the entire business (whether incorpo-corporated enterprise that is an em-
the following days. rated or unincorporated).ployer or an employee organization

described in (3) or (4). • The day the IRS mails a notice of defi- • The plan covers only one or more partners
ciency for the tax. (or partner(s) and spouse(s)) in a business

6. A member of the family of any individual partnership.• The day the IRS assesses the tax.described in (1), (2), (3), or (5). (A member
of a family is the spouse, ancestor, lineal • The day the correction of the transaction is Form 5500-EZ not required. You do not
descendant, or any spouse of a lineal de- completed. have to file Form 5500-EZ (or Form 5500) if you
scendant.) meet the conditions mentioned above and either

of the following conditions.Payment of the 15% tax. Pay the 15% tax7. A corporation, partnership, trust, or estate
with Form 5330.of which (or in which) any direct or indirect • You have a one-participant plan that had

owner described in (1) through (5) holds total plan assets of $100,000 or less at the
50% or more of any of the following. Correcting a prohibited transaction. If you end of every plan year beginning after De-

are a disqualified person who participated in a cember 31, 1993.
a. The combined voting power of all clas- prohibited transaction, you can avoid the 100% • You have two or more one-participantses of stock entitled to vote or the total tax by correcting the transaction as soon as plans that together had total plan assets ofvalue of shares of all classes of stock of possible. Correcting the transaction means un- $100,000 or less at the end of every plana corporation. doing it as much as you can without putting the year beginning after December 31, 1993.

plan in a worse financial position than if you hadb. The capital interest or profits interest of
acted under the highest fiduciary standards.a partnership.

Example. You are a sole proprietor and
Correction period. If the prohibited trans-c. The beneficial interest of a trust or es- your plan meets all the conditions for filing Form

action is not corrected during the taxable period,tate. 5500-EZ. The total plan assets are more than
you usually have an additional 90 days after the $100,000. You should file Form 5500-EZ.
day the IRS mails a notice of deficiency for the8. An officer, director (or an individual having

All one-participant plans must file100% tax to correct the transaction. This correc-powers or responsibilities similar to those
Form 5500-EZ for their final plan year,tion period (the taxable period plus the 90 days)of officers or directors), a 10% or more
even if the total plan assets have al-CAUTION

!
can be extended if either of the following occurs.shareholder, or highly compensated em- ways been less than $100,000. The final plan

ployee (earning 10% or more of the yearly year is the year in which distribution of all plan• The IRS grants reasonable time needed towages of an employer) of a person de- assets is completed.correct the transaction.scribed in (3), (4), (5), or (7).
• You petition the Tax Court. Form 5500. If you do not meet the require-9. A 10% or more (in capital or profits) part-

ments for filing Form 5500-EZ, you must fileIf you correct the transaction within this period,ner or joint venturer of a person described
Form 5500.the IRS will abate, credit, or refund the 100%in (3), (4), (5), or (7).

tax. Schedule A (Form 5500). If any plan bene-10. Any disqualified person, as described in
fits are provided by an insurance company, in-(1) through (9) above, who is a disqualified
surance service, or similar organization,person with respect to any plan to which a
complete and attach Schedule A (Form 5500) tosection 501(c)(22) trust is permitted to
Form 5500. Schedule A is not needed for a planReportingmake payments under section 4223 of
that covers only one of the following.ERISA. Requirements
1. An individual or an individual and spouse

who wholly own the trade or business,You may have to file an annual return/reportTax on Prohibited
whether incorporated or unincorporated.form by the last day of the 7th month after theTransactions

plan year ends. See the following list of forms to 2. Partners in a partnership or the partners
choose the right form for your plan.The initial tax on a prohibited transaction is 15% and their spouses.

of the amount involved for each year (or part of a
Form 5500-EZ. You can use Form 5500-EZ if Do not file a Schedule A (Form 5500)year) in the taxable period. If the transaction is
the plan meets all the following conditions. with a Form 5500-EZ.not corrected within the taxable period, an addi-

tional tax of 100% of the amount involved is CAUTION
!

• The plan is a one-participant plan, defined
imposed. For information on correcting the below.
transaction, see Correcting a prohibited transac- Schedule B (Form 5500). For most defined• The plan meets the minimum coverage re-tion, later. benefit plans, complete and attach Schedule B

quirements of section 410(b) without beingBoth taxes are payable by any disqualified (Form 5500), Actuarial Information, to Form
combined with any other plan you mayperson who participated in the transaction (other 5500 or Form 5500-EZ.
have that covers other employees of yourthan a fiduciary acting only as such). If more

Schedule P (Form 5500). This schedule isbusiness.than one person takes part in the transaction, used by a fiduciary (trustee or custodian) of a
each person can be jointly and severally liable • The plan only provides benefits for you, trust described in section 401(a) or a custodial
for the entire tax. you and your spouse, or one or more part- account described in section 401(f) to protect it

ners and their spouses. under the statute of limitations provided in sec-
Amount involved. The amount involved in a tion 6501(a). The filing of a completed Schedule• The plan does not cover a business that isprohibited transaction is the greater of the fol- P (Form 5500), Annual Return of Fiduciary ofa member of an affiliated service group, alowing amounts. Employee Benefit Trust, by the fiduciary satis-controlled group of corporations, or a

fies the annual filing requirement under sectiongroup of businesses under common con-• The money and fair market value of any
6033(a) for the trust or custodial account cre-trol.property given.
ated as part of a qualified plan. This filing starts

• The plan does not cover a business that• The money and fair market value of any the running of the 3-year limitation period that
leases employees.property received. applies to the trust or custodial account. For this
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protection, the trust or custodial account must defined benefit plan. These limits were dis- Survivor benefits. Defined benefit and
qualify under section 401(a) and be exempt from cussed earlier under Contributions. money purchase pension plans must provide
tax under section 501(a). The fiduciary should automatic survivor benefits in both the following

Minimum vesting standard must be met.file, under section 6033(a), a Schedule P as an forms.
Your plan must satisfy certain requirements re-attachment to Form 5500 or Form 5500-EZ for
garding when benefits vest. A benefit is vested • A qualified joint and survivor annuity for athe plan year in which the trust year ends. The
(you have a fixed right to it) when it becomes vested participant who does not die beforefiduciary cannot file Schedule P separately. See
nonforfeitable. A benefit is nonforfeitable if it the annuity starting date.the Instructions for Form 5500 for more informa-
cannot be lost upon the happening, or failure totion. • A qualified pre-retirement survivor annuityhappen, of any event.

for a vested participant who dies beforeForm 5310. If you terminate your plan and are the annuity starting date and who has aParticipation. In general, an employee mustthe plan sponsor or plan administrator, you can surviving spouse.be allowed to participate in your plan if he or shefile Form 5310, Application for Determination for
meets both the following requirements.Terminating Plan. Your application must be ac- The automatic survivor benefit also applies to

companied by the appropriate user fee and • Has reached age 21. any participant under a profit-sharing plan un-
Form 8717, User Fee for Employee Plan Deter- less all the following conditions are met.• Has at least 1 year of service (2 years ifmination Letter Request.

the plan is not a 401(k) plan and provides • The participant does not choose benefitsthat after not more than 2 years of serviceMore information. For more information in the form of a life annuity.the employee has a nonforfeitable right toabout reporting requirements, see the forms and
all his or her accrued benefit). • The plan pays the full vested account bal-their instructions.

ance to the participant’s surviving spouse
(or other beneficiary if the survivingA plan cannot exclude an employee
spouse consents or if there is no survivingbecause he or she has reached a
spouse) if the participant dies.Qualification Rules specified age.CAUTION

!
• The plan is not a direct or indirect trans-

To qualify for the tax benefits available to quali- feree of a plan that must provide auto-
Leased employee. A leased employee, de-fied plans, a plan must meet certain require- matic survivor benefits.
fined in chapter 1, who performs services for youments (qualification rules) of the tax law.
(recipient of the services) is treated as yourGenerally, unless you write your own plan, the Loan secured by benefits. If survivor ben-
employee for certain plan qualification rules.financial institution that provided your plan will efits are required for a spouse under a plan, he
These rules include those in all the followingtake the continuing responsibility for meeting or she must consent to a loan that uses as
areas.qualification rules that are later changed. The security the accrued benefits in the plan.

following is a brief overview of important qualifi- • Nondiscrimination in coverage, contribu- Waiver of survivor benefits. Each plancation rules that generally have not yet been tions, and benefits. participant may be permitted to waive the jointdiscussed. It is not intended to be all-inclusive.
and survivor annuity or the pre-retirement survi-• Minimum age and service requirements.See Setting Up a Qualified Plan, earlier.
vor annuity (or both), but only if the participant• Vesting.Generally, the following qualification has the written consent of the spouse. The plan

rules also apply to a SIMPLE 401(k) also must allow the participant to withdraw the• Limits on contributions and benefits.
retirement plan. A SIMPLE 401(k)

TIP
waiver. The spouse’s consent must be wit-• Top-heavy plan requirements.plan is, however, not subject to the top-heavy nessed by a plan representative or notary pub-

plan rules and nondiscrimination rules if the plan lic.Contributions or benefits provided by the leasing
satisfies the provisions discussed in chapter 3 organization for services performed for you are Waiver of 30-day waiting period before an-under SIMPLE 401(k) Plan. treated as provided by you. nuity starting date.  A plan may permit a
Plan assets must not be diverted. Your plan participant to waive (with spousal consent) the

Benefit payment must begin when required.must make it impossible for its assets to be used 30-day minimum waiting period after a written
Your plan must provide that, unless the partici-for, or diverted to, purposes other than the bene- explanation of the terms and conditions of a joint
pant chooses otherwise, the payment of benefitsfit of employees and their beneficiaries. As a and survivor annuity is provided to each partici-
to the participant must begin within 60 days aftergeneral rule, the assets cannot be diverted to pant.
the close of the latest of the following periods.the employer. The waiver is allowed only if the distribution

• The plan year in which the participant begins more than 7 days after the written expla-Minimum coverage requirement must be
reaches the earlier of age 65 or the normal nation is provided.met. To be a qualified plan, a defined benefit
retirement age specified in the plan.plan must benefit at least the lesser of the follow- Involuntary cash-out of benefits not more

ing. • The plan year in which the 10th anniver- than dollar limit. A plan may provide for the
sary of the year in which the participant immediate distribution of the participant’s bene-

1. 50 employees. began participating in the plan occurs. fit under the plan if the present value of the
benefit is not greater than $5,000.2. The greater of: • The plan year in which the participant sep-

However, the distribution cannot be madearates from service.a. 40% of all employees, or after the annuity starting date unless the partici-
pant and the spouse or surviving spouse of ab. Two employees. Early retirement. Your plan can provide for
participant who died (if automatic survivor bene-payment of retirement benefits before the nor-
fits are required for a spouse under the plan)If there is only one employee, the plan must mal retirement age. If your plan offers an early
consents in writing to the distribution. If the pres-benefit that employee. retirement benefit, a participant who separates
ent value is greater than $5,000, the plan mustfrom service before satisfying the early retire-Contributions or benefits must not discrimi- have the written consent of the participant andment age requirement is entitled to that benefit ifnate. Under the plan, contributions or benefits the spouse or surviving spouse (if automatiche or she meets both the following require-to be provided must not discriminate in favor of survivor benefits are required for a spousements.highly compensated employees. under the plan) for any immediate distribution of

• Satisfies the service requirement for the the benefit.Contributions and benefits must not be more
early retirement benefit. Benefits attributable to rollover contributionsthan certain limits. Your plan must not pro-

and earnings on them can be ignored in deter-vide for contributions or benefits that are more • Separates from service with a nonforfeit-
mining the present value of these benefits.than certain limits. The limits apply to the annual able right to an accrued benefit. The bene-

contributions and other additions to the account fit, which may be actuarially reduced, is For distributions made on or after March 28,
of a participant in a defined contribution plan and payable when the early retirement age re- 2005, a plan must provide for the automatic
to the annual benefit payable to a participant in a quirement is met. rollover of any cash-out distribution of more than

Chapter 4 Qualified Plans Page 19
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$1,000 to an individual retirement account, un- to an individual retirement account or to an indi- 401(k) plans that consist solely of safe harbor
less the participant chooses otherwise. The plan vidual retirement annuity. contributions.
administrator must notify the participant in writ- No benefit reduction for social security in-
ing that the distribution can be transferred to creases. Your plan must not permit a benefit
another IRA. reduction for a post-separation increase in the
Consolidation, merger, or transfer of assets social security benefit level or wage base for any
or liabilities. Your plan must provide that, in participant or beneficiary who is receiving bene-
the case of any merger or consolidation with, or fits under your plan, or who is separated from 5.
transfer of assets or liabilities to, any other plan, service and has nonforfeitable rights to benefits.
each participant would (if the plan then termi- This rule also applies to plans supplementing
nated) receive a benefit equal to or more than the benefits provided by other federal or state
the benefit he or she would have been entitled to laws. Table and
just before the merger, etc. (if the plan had then Elective deferrals must be limited. If your
terminated). plan provides for elective deferrals, it must limit Worksheets
Benefits must not be assigned or alienated. those deferrals to the amount in effect for that
Your plan must provide that its benefits cannot particular year. See Limit on Elective Deferrals, for thebe assigned or alienated. earlier.

Exception for certain loans. A loan from Top-heavy plan requirements. A top-heavy
the plan (not from a third party) to a participant or plan is one that mainly favors partners, sole Self-Employed
beneficiary is not treated as an assignment or proprietors, and other key employees.
alienation if the loan is secured by the A plan is top heavy for a plan year if, for the As discussed in chapters 2 and 4, if you are
participant’s accrued nonforfeitable benefit and preceding plan year, the total value of accrued self-employed, you must use the following rate
is exempt from the tax on prohibited transac- benefits or account balances of key employees table or rate worksheet and deduction work-
tions under section 4975(d)(1) or would be ex- is more than 60% of the total value of accrued sheet to figure your deduction for contributions
empt if the participant were a disqualified benefits or account balances of all employees. you made for yourself to a SEP-IRA or qualified
person. A disqualified person is defined earlier Additional requirements apply to a top-heavy plan.
under Prohibited Transactions. plan primarily to provide minimum benefits or First, use either the rate table or rate work-

contributions for non-key employees covered by sheet to find your reduced contribution rate.Exception for qualified domestic relations
the plan. Then complete the deduction worksheet to fig-order (QDRO). Compliance with a QDRO

Most qualified plans, whether or not top ure your deduction for contributions.does not result in a prohibited assignment or
heavy, must contain provisions that meet thealienation of benefits. QDRO is defined in Publi- The table and the worksheets that fol-top-heavy requirements and will take effect incation 575. low apply only to self-employed indi-plan years in which the plans are top heavy.Payments to an alternate payee under a viduals who have only one definedCAUTION

!
These qualification requirements for top-heavyQDRO before the participant attains age 591/2 contribution plan, such as a profit-sharing plan.plans are explained in section 416 and its regu-are not subject to the 10% additional tax that A SEP plan is treated as a profit-sharing plan.lations.would otherwise apply under certain circum- However, do not use this worksheet for SAR-

stances. The interest of the alternate payee is SIMPLE and safe harbor 401(k) plan excep- SEPs.
not taken into account in determining whether a tion. The top-heavy plan requirements do not
distribution to the participant is a lump-sum dis- apply to SIMPLE 401(k) plans or to safe harbor
tribution. Benefits distributed to an alternate
payee under a QDRO can be rolled over tax free
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Rate table for self-employed. If your plan’sDeduction Worksheet for Self-Employed
contribution rate is a whole percentage (for ex-
ample, 12% rather than 121/2%), you can use theStep 1
following table to find your reduced contributionEnter your net profit from line 31, Schedule C (Form 1040); line 3, Schedule
rate. Otherwise, use the rate worksheet pro-C-EZ (Form 1040); line 36, Schedule F (Form 1040); or box 14, code A*,

Schedule K-1 (Form 1065) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . vided later.
*General partners should reduce this amount by the same additional expenses First, find your plan contribution rate (the
subtracted from box 14, code A to determine the amount on line 1 or 2 of contribution rate stated in your plan) in Column
Schedule SE A of the table. Then read across to the rate

Step 2 under Column B. Enter the rate from Column B
Enter your deduction for self-employment tax from line 27, Form 1040 . . . . . . . in step 4 of the Deduction Worksheet for

Step 3 Self-Employed.
Net earnings from self-employment. Subtract step 2 from step 1 . . . . . . . . . . .

Step 4 Rate Table for Self-Employed
Enter your rate from the Rate Table for Self-Employed or Rate Worksheet for
Self-Employed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Column A Column B

Step 5 If the plan contri- Your
Multiply step 3 by step 4 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . bution rate is: rate is:

Step 6 (shown as %) (shown as decimal)
Multiply $210,000 by your plan contribution rate (not the reduced rate) . . . . . . . 1 . . . . . . . . . . . . . . .009901

Step 7 2 . . . . . . . . . . . . . . .019608
Enter the smaller of step 5 or step 6 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 . . . . . . . . . . . . . . .029126

Step 8 4 . . . . . . . . . . . . . . .038462
Contribution dollar limit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $42,000 5 . . . . . . . . . . . . . . .047619
• If you made any elective deferrals, go to step 9. 6 . . . . . . . . . . . . . . .056604
• Otherwise, skip steps 9 through 18 and enter the smaller 7 . . . . . . . . . . . . . . .065421

of step 7 or step 8 on step 19. 8 . . . . . . . . . . . . . . .074074
Step 9 9 . . . . . . . . . . . . . . .082569

Enter your allowable elective deferrals made during 2005. Do not enter more 10 . . . . . . . . . . . . . .090909
than $14,000 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11 . . . . . . . . . . . . . .099099

Step 10 12 . . . . . . . . . . . . . .107143
Subtract step 9 from step 8 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13 . . . . . . . . . . . . . .115044

Step 11 14 . . . . . . . . . . . . . .122807
15 . . . . . . . . . . . . . .130435Subtract step 9 from step 3 . . . . . . . . . . . . . . . . . . . . . . . . .
16 . . . . . . . . . . . . . .137931Step 12
17 . . . . . . . . . . . . . .145299Enter one-half of step 11 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
18 . . . . . . . . . . . . . .152542Step 13
19 . . . . . . . . . . . . . .159664Enter the smallest of step 7, 10, or 12 . . . . . . . . . . . . . . . . . . . . . . . . . . .
20 . . . . . . . . . . . . . .166667Step 14
21 . . . . . . . . . . . . . .173554Subtract step 13 from step 3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
22 . . . . . . . . . . . . . .180328Step 15
23 . . . . . . . . . . . . . .186992Enter the smaller of step 9 or step 14 . . . . . . . . . . . . . . . . . . . . . . . . . . . .
24 . . . . . . . . . . . . . .193548• If you made catch-up contributions, go to step 16.
25* . . . . . . . . . . . . .  .200000*• Otherwise, skip steps 16 through 18 and go to step 19. *The deduction for annual employer contributions

Step 16 (other than elective deferrals) to a SEP plan, a
Subtract step 15 from step 14 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . profit-sharing plan, or a money purchase plan, cannot

be more than 20% of your net earnings (figuredStep 17
without deducting contributions for yourself) from theEnter your catch-up contributions, if any. Do not enter more than $4,000 . . . . .
business that has the plan.Step 18

Enter the smaller of step 16 or step 17 . . . . . . . . . . . . . . . . . . . . . . . . . . .
Step 19 Example. You are a sole proprietor with

Add steps 13, 15, and 18. This is your maximum deductible contribution . . . . no employees. If your plan’s contribution rate is
Next: Enter this amount on line 28, Form 1040. 10% of a participant’s compensation, your rate

is 0.090909. Enter this rate in step 4 of the
Deduction Worksheet for Self-Employed.
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Rate worksheet for self-employed. If yourDeduction Worksheet for Self-Employed
plan’s contribution rate is not a whole percent-
age (for example, 101/2%), you cannot use theStep 1
Rate Table for Self-Employed. Use the followingEnter your net profit from line 31, Schedule C (Form 1040); line 3, Schedule
worksheet instead.C-EZ (Form 1040); line 36, Schedule F (Form 1040); or box 14, code A*,

Schedule K-1 (Form 1065) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Rate Worksheet for Self-Employed*General partners should reduce this amount by the same additional expenses

subtracted from box 14, code A to determine the amount on line 1 or 2 of
1) Plan contribution rate as a decimalSchedule SE

(for example, 101/2% = 0.105) . . . .Step 2
2) Rate in line 1 plus 1 (for example,Enter your deduction for self-employment tax from line 27, Form 1040 . . . . . . . 8,258

0.105 + 1 = 1.105) . . . . . . . . . . .Step 3
3) Self-employed rate as a decimalNet earnings from self-employment. Subtract step 2 from step 1 . . . . . . . . . . . 191,742

rounded to at least 3 decimal placesStep 4
(line 1 ÷ line 2) . . . . . . . . . . . . . .Enter your rate from the Rate Table for Self-Employed or Rate Worksheet for

Self-Employed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.078
Figuring your deduction. Now that you haveStep 5
your self-employed rate from either the rate ta-Multiply step 3 by step 4 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,956
ble or rate worksheet, you can figure your maxi-Step 6
mum deduction for contributions for yourself byMultiply $210,000 by your plan contribution rate (not the reduced rate) . . . . . . . 17,850
completing the Deduction Worksheet forStep 7
Self-Employed.Enter the smaller of step 5 or step 6 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,956

Step 8 Community property laws. If you reside in
Contribution dollar limit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $42,000 a community property state and you are married
• If you made any elective deferrals, go to step 9. and filing a separate return, disregard commu-
• Otherwise, skip steps 9 through 18 and enter the smaller nity property laws for step 1 of the Deduction

of step 7 or step 8 on step 19. Worksheet for Self-Employed. Enter on step 1
Step 9 the total net profit you actually earned.

Enter your allowable elective deferrals made during 2005. Do not enter more
than $14,000 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . N/A

Example. You are a sole proprietor with noStep 10
employees. The terms of your plan provide thatSubtract step 9 from step 8 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
you contribute 81/2% (.085) of your compensa-Step 11
tion to your plan. Your net profit from line 31,Subtract step 9 from step 3 . . . . . . . . . . . . . . . . . . . . . . . . .
Schedule C (Form 1040) is $200,000. You haveStep 12
no elective deferrals or catch-up contributions.Enter one-half of step 11 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Your self-employment tax deduction on line 27Step 13
of Form 1040 is $8,258. See the filled-in portionsEnter the smallest of step 7, 10, or 12 . . . . . . . . . . . . . . . . . . . . . . . . . . .
of both Schedule SE (Form 1040), Self-Employ-Step 14
ment Income, and Form 1040, later.Subtract step 13 from step 3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

You figure your self-employed rate and maxi-Step 15
mum deduction for employer contributions youEnter the smaller of step 9 or step 14 . . . . . . . . . . . . . . . . . . . . . . . . . . . .
made for yourself as follows.• If you made catch-up contributions, go to step 16.

• Otherwise, skip steps 16 through 18 and go to step 19.
Rate Worksheet for Self-EmployedStep 16

Subtract step 15 from step 14 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1) Plan contribution rate as a decimal
Step 17 (for example, 101/2% = 0.105) . . . . 0.085

Enter your catch-up contributions, if any. Do not enter more than $4,000 . . . . . 2) Rate in line 1 plus 1 (for example,
Step 18 0.105 + 1 = 1.105) . . . . . . . . . . . 1.085

Enter the smaller of step 16 or step 17 . . . . . . . . . . . . . . . . . . . . . . . . . . . 3) Self-employed rate as a decimal
Step 19 rounded to at least 3 decimal places

Add steps 13, 15, and 18. This is your maximum deductible contribution . . . . $14,956 (line 1 ÷ line 2) . . . . . . . . . . . . . . 0.078
Next: Enter this amount on line 28, Form 1040.
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Portion of Schedule SE (Form 1040)

200,000
200,000

184,700

16,516

8,258

8,258
14,956

Portion of Form 1040

Section A—Short Schedule SE. Caution. Read above to see if you can use Short Schedule SE.

Net farm profit or (loss) from Schedule F, line 36, and farm partnerships, Schedule K-1 (Form
1065), box 14, code A

1
1

Net profit or (loss) from Schedule C, line 31; Schedule C-EZ, line 3; Schedule K-1 (Form 1065),
box 14, code A (other than farming); and Schedule K-1 (Form 1065-B), box 9. Ministers and
members of religious orders, see page SE-1 for amounts to report on this line. See page SE-2
for other income to report

2

2
3Combine lines 1 and 23

Net earnings from self-employment. Multiply line 3 by 92.35% (.9235). If less than $400,
do not file this schedule; you do not owe self-employment tax �

4
4

5 Self-employment tax. If the amount on line 4 is: 

For Paperwork Reduction Act Notice, see Form 1040 instructions. Schedule SE (Form 1040) 2005Cat. No. 11358Z

Deduction for one-half of self-employment tax. Multiply line 5 by
50% (.5). Enter the result here and on Form 1040, line 27

● $90,000 or less, multiply line 4 by 15.3% (.153). Enter the result here and on 
Form 1040, line 58.
● More than $90,000, multiply line 4 by 2.9% (.029). Then, add $11,160.00 to the
result. Enter the total here and on Form 1040, line 58.

6

5

6

�

25

IRA deduction (see page 31)

23

27

33

One-half of self-employment tax. Attach Schedule SE

29Self-employed health insurance deduction (see page 30)

34

30

26

Self-employed SEP, SIMPLE, and qualified plans

31a

27

Penalty on early withdrawal of savings

32

29

Alimony paid  b Recipient’s SSN �

36Add lines 23 through 31a and 32 through 35

28

Subtract line 36 from line 22. This is your adjusted gross income �

30

Adjusted
Gross
Income

37

Cat. No. 11320B Form 1040 (2005)

Moving expenses. Attach Form 3903

32

26

For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see page 78.

31a

34
Student loan interest deduction (see page 33) 33

36

Tuition and fees deduction (see page 34)

37

23Educator expenses (see page 29)

24 Certain business expenses of reservists, performing artists, and
fee-basis government officials. Attach Form 2106 or 2106-EZ 24

25 Health savings account deduction. Attach Form 8889

28

35 Domestic production activities deduction. Attach Form 8903 35

The Taxpayer Advocate independently rep- For more information, see Publication 1546,
resents your interests and concerns within the How To Get Help With Unresolved Tax
IRS by protecting your rights and resolving Problems (now available in Chinese, Korean,6. problems that have not been fixed through nor- Russian, and Vietnamese, in addition to English
mal channels. While Taxpayer Advocates can- and Spanish).
not change the tax law or make a technical tax

Free tax services. To find out what servicesdecision, they can clear up problems that re-
are available, get Publication 910, IRS Guide toHow To Get Tax sulted from previous contacts and ensure that
Free Tax Services. It contains a list of free taxyour case is given a complete and impartial
publications and an index of tax topics. It alsoreview.Help describes other free tax information services,To contact your Taxpayer Advocate:
including tax education and assistance pro-• Call the Taxpayer Advocate toll free atYou can get help with unresolved tax issues, grams and a list of TeleTax topics.

1-877-777-4778.order free publications and forms, ask tax ques-
Internet. You can access the IRStions, and get information from the IRS in sev- • Call, write, or fax the Taxpayer Advocate website 24 hours a day, 7 days aeral ways. By selecting the method that is best office in your area. week, at www.irs.gov to:for you, you will have quick and easy access to • Call 1-800-829-4059 if you are atax help.

TTY/TDD user. • E-file your return. Find out about com-
mercial tax preparation and e-file serv-Contacting your Taxpayer Advocate. If you • Visit www.irs.gov/advocate.
ices available free to eligible taxpayers.have attempted to deal with an IRS problem

unsuccessfully, you should contact your Tax- • Check the status of your 2005 refund.
payer Advocate. Click on Where’s My Refund. Be sure to

Chapter 6 How To Get Tax Help Page 23
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wait at least 6 weeks from the date you mated refund information or call
filed your return (3 weeks if you filed 1-800-829-1954. Be sure to wait at least National Distribution Center
electronically). Have your 2005 tax return 6 weeks from the date you filed your re- P.O. Box 8903
available because you will need to know turn (3 weeks if you filed electronically). Bloomington, IL 61702-8903
your social security number, your filing Have your 2005 tax return available be- CD-ROM for tax products. You can
status, and the exact whole dollar cause you will need to know your social order Publication 1796, IRS Tax
amount of your refund. security number, your filing status, and Products CD-ROM, and obtain:

the exact whole dollar amount of your• Download forms, instructions, and publi-
refund.cations. • A CD that is released twice so you have

• Order IRS products online. the latest products. The first releaseEvaluating the quality of our telephone serv-• Research your tax questions online. ships in late December and the final re-ices. To ensure that IRS representatives give
lease ships in late February.• Search publications online by topic or accurate, courteous, and professional answers,

keyword. • Current-year forms, instructions, andwe use several methods to evaluate the quality
publications.• View Internal Revenue Bulletins (IRBs) of our telephone services. One method is for a

published in the last few years. second IRS representative to sometimes listen • Prior-year forms, instructions, and publi-
in on or record telephone calls. Another is to ask cations.• Figure your withholding allowances using
some callers to complete a short survey at theour Form W-4 calculator. • Tax Map: an electronic research tool and
end of the call. finding aid.• Sign up to receive local and national tax

news by email. • Tax law frequently asked questionsWalk-in. Many products and services
(FAQs).are available on a walk-in basis.• Get information on starting and operating

a small business. • Tax Topics from the IRS telephone re-
sponse system.Phone. Many services are available • Products. You can walk in to many post • Fill-in, print, and save features for mostby phone.

offices, libraries, and IRS offices to pick tax forms.
up certain forms, instructions, and publi- • Internal Revenue Bulletins.
cations. Some IRS offices, libraries, gro-• Ordering forms, instructions, and publica- • Toll-free and email technical support.cery stores, copy centers, city and county

tions. Call 1-800-829-3676 to order Buy the CD-ROM from National Technical Infor-government offices, credit unions, and of-
current-year forms, instructions, and pub- mation Service (NTIS) at www.irs.gov/cdordersfice supply stores have a collection of
lications and prior-year forms and instruc- for $25 (no handling fee) or call 1-877-233-6767products available to print from a
tions. You should receive your order toll free to buy the CD-ROM for $25 (plus a $5CD-ROM or photocopy from reproducible
within 10 days. handling fee).proofs. Also, some IRS offices and librar-

• Asking tax questions. Call the IRS with ies have the Internal Revenue Code, reg- CD-ROM for small businesses.
your tax questions at 1-800-829-1040. ulations, Internal Revenue Bulletins, and Publication 3207, The Small Business

• Retirement plan assistance. If you own a Cumulative Bulletins available for re- Resource Guide CD-ROM for 2005,
business and have questions about start- search purposes. has a new look and enhanced navigation fea-
ing a pension plan, an existing plan, or tures. This year’s CD includes:• Services. You can walk in to your local
filing Form 5500, call our Tax Exempt/ Taxpayer Assistance Center every busi- • Helpful information, such as how to pre-
Government Entities Customer Account ness day for personal, face-to-face tax pare a business plan, find financing for
Services at 1-877-829-5500. Assistance help. An employee can explain IRS let- your business, and much more.
is available Monday through Friday. If ters, request adjustments to your tax ac- • All the business tax forms, instructions,
you have questions about a traditional or count, or help you set up a payment plan. and publications needed to successfully
Roth IRA or any individual income tax If you need to resolve a tax problem, manage a business.
issues, you should call 1-800-829-1040. have questions about how the tax law • Tax law changes for 2005.• Solving problems. You can get applies to your individual tax return, or • IRS Tax Map to help you find forms, in-face-to-face help solving tax problems you’re more comfortable talking with

structions, and publications by searchingevery business day in IRS Taxpayer As- someone in person, visit your local Tax-
on a keyword or topic.sistance Centers. An employee can ex- payer Assistance Center where you can

• Web links to various government agen-plain IRS letters, request adjustments to spread out your records and talk with an
cies, business associations, and IRS or-your account, or help you set up a pay- IRS representative face-to-face. No ap-
ganizations.ment plan. Call your local Taxpayer As- pointment is necessary, but if you prefer,

sistance Center for an appointment. To • “Rate the Product” survey—your oppor-you can call your local Center and leave
find the number, go to tunity to suggest changes for future edi-a message requesting an appointment to
www.irs.gov/localcontacts or look in the tions.resolve a tax account issue. A represen-
phone book under United States Govern- An updated version of this CD is available eachtative will call you back within 2 business
ment, Internal Revenue Service. year in early April. You can get a free copy bydays to schedule an in-person appoint-

calling 1-800-829-3676 or by visitingment at your convenience. To find the• TTY/TDD equipment. If you have access
www.irs.gov/smallbiz.number, go to www.irs.gov/localcontactsto TTY/TDD equipment, call

or look in the phone book under United1-800-829-4059 to ask tax questions or
States Government, Internal Revenueto order forms and publications.
Service.• TeleTax topics. Call 1-800-829-4477 and

press 2 to listen to pre-recorded Mail. You can send your order for
messages covering various tax topics. forms, instructions, and publications

• Refund information. If you would like to to the address below and receive a
check the status of your 2005 refund, call response within 10 business days after your
1-800-829-4477 and press 1 for auto- request is received.
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To help us develop a more useful index, please let us know if you have ideas for index entries.
Index See “Comments and Suggestions” in the “Introduction” for the ways you can reach us.
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Tax Publications for Business Taxpayers

General Guides
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Your Rights as a Taxpayer
Your Federal Income Tax (For

Individuals)

Farmer’s Tax Guide

Tax Guide for Small Business (For
Individuals Who Use Schedule C or
C-EZ)

Tax Calendars for 2006
Highlights of 2005 Tax Changes
Guide to Free Tax Services

(Circular E), Employer’s Tax Guide
Employer’s Supplemental Tax Guide

(Circular A), Agricultural Employer’s
Tax Guide

(Circular SS), Federal Tax Guide For
Employers in the U.S. Virgin Islands,
Guam, American Samoa, and the
Commonwealth of the Northern
Mariana Islands

Household Employer’s Tax Guide

(Circular PR), Guía Contributiva Federal
Para Patronos Puertorriqueños

Travel, Entertainment, Gift, and Car
Expenses

Tax Withholding and Estimated Tax

Excise Taxes for 2006
Withholding of Tax on Nonresident

Aliens and Foreign Entities
Social Security and Other Information

for Members of the Clergy and
Religious Workers

Residential Rental Property
Depreciating Property Placed in

Service Before 1987
Business Expenses
Net Operating Losses (NOLs) for

Individuals, Estates, and Trusts
Installment Sales
Accounting Periods and Methods

Corporations
Sales and Other Dispositions of Assets
Basis of Assets
Examination of Returns, Appeal Rights,

and Claims for Refund
Retirement Plans for Small Business

(SEP, SIMPLE, and Qualified Plans)
Determining the Value of Donated

Property
Starting a Business and Keeping

Records

What You Should Know About The
IRS Collection Process

Information on the United States-
Canada Income Tax Treaty

Bankruptcy Tax Guide
Passive Activity and At-Risk Rules
How To Depreciate Property

Reporting Cash Payments of Over
$10,000 (Received in a Trade or
Business)

The Taxpayer Advocate Service of the
IRS—How to Get Help With
Unresolved Tax Problems

Derechos del Contribuyente

Cómo Preparar la Declaración de
Impuesto Federal

English-Spanish Glossary of Words
and Phrases Used in Publications
Issued by the Internal Revenue
Service

Tax on Unrelated Business Income of
Exempt Organizations

Wage and Tax Statement

Itemized Deductions & Interest and
Ordinary Dividends

Profit or Loss From Business
Net Profit From Business
Capital Gains and Losses

Supplemental Income and Loss
Profit or Loss From Farming

Credit for the Elderly or the Disabled

Estimated Tax for Individuals
Self-Employment Tax

Amended U.S. Individual Income Tax Return

Capital Gains and Losses
Partner’s Share of Income,

Deductions, Credits, etc.
U.S. Corporation Income Tax Return

U.S. Income Tax Return for an S Corporation

Employee Business Expenses
Unreimbursed Employee Business

Expenses

Power of Attorney and Declaration of
Representative

Child and Dependent Care Expenses

General Business Credit

Application for Automatic Extension of Time To File
U.S. Individual Income Tax Return

Moving Expenses

Additional Taxes on Qualified Plans (Including
IRAs) and Other Tax-Favored Accounts

Installment Sale Income
Noncash Charitable Contributions

Change of Address
Expenses for Business Use of Your Home
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509

334
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1

Nondeductible IRAs
Passive Activity Loss Limitations
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15-A
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926

378
463
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510
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517

527
534

535
536

537

541
538

542
Partnerships

544
551
556

560

561

583

594

597

598

901

925
946
947

908

1544

1546

1SP

850

579SP

Qué es lo Debemos Saber Sobre El
Proceso de Cobro del IRS

594SP

Sch A & B

Sch C
Sch C-EZ
Sch D

Sch E
Sch F
Sch H Household Employment Taxes

Sch R
Sch SE

1040-ES
1040X

Sch D
Sch K-1

1120

1120S

1065 U.S. Return of Partnership Income

2106
2106-EZ

2441
2848

3800

4868

3903

5329

6252
8283

8582
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8822
8829

Specialized Publications

Fuel Tax Credits and Refunds

Employee’s Withholding Allowance CertificateW-4
Employer’s Annual Federal Unemployment

(FUTA) Tax Return
940

940-EZ

U.S. Individual Income Tax Return1040

Employer’s Annual Federal Unemployment
(FUTA) Tax Return

Business Use of Your Home (Including
Use by Daycare Providers)

587

U.S. Tax Treaties

Practice Before the IRS and Power of
Attorney

Tax Incentives for Distressed
Communities

Employer’s Guides

Certification for Reduced Tax Rates in
Tax Treaty Countries

686

954

Capital Gains and Losses and Built-In Gains
Shareholder’s Share of Income,

Deductions, Credits, etc.

Sch D
Sch K-1

Underpayment of Estimated Tax by Individuals,
Estates, and Trusts

2210

Report of Cash Payments Over $10,000 Received
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8300
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Sales of Business Property4797

Informe de Pagos en Efectivo en
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1544SP

U.S. Corporation Short-Form Income
Tax Return

1120-A

See How To Get Tax Help for a variety of ways to get publications, including by
computer, phone, and mail.

See How To Get Tax Help for a variety of ways to get forms, including by computer, phone,
and mail.
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Employer’s Quarterly Federal Tax Return941
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