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Retirement Plans With Individual Accounts:
Federal Rules and Limits

Summary

As the federal income tax grew in importance during the 1940s, 1950s, and
1960s, employers devised ways in which employees could defer receipt of a part of
their pay to postpone taxation of that income. These salary deferrals often were
intended to be used in retirement. Most such plans now penalize cash withdrawals
before a certain age, with exceptions for circumstances such as death, disability, or
financial hardship. Thus, they often are called salary reduction retirement plans.

The manner in which deferred compensation plans were initially established
varied among employment sectors. Business firms' plans differed from those of
educational organizations, which in turn differed from government plans. The
various plan types were codified over the years as Congress responded to regulatory
initiatives by the Internal Revenue Service and to concerns about | oss of revenue and
the fairness and integrity of these plans. The resulting statutes reflected the unique
history of each plan type.

Congress began to move toward more uniformity in the rules governing the
different typesof salary reduction plansin 1986 with passage of the Tax Reform Act
of 1986 (P.L. 99-514), which contained several provisions that reduced disparities
in plan rules. 1n 1996, Congress made additional changesin plan rulesin the Small
Business Job Protection Act of 1996 (P.L. 104-188), and further changes were made
ayear later by the Taxpayer Relief Act of 1997 (P.L. 105-34). In 2001, the Economic
Growth and Tax Relief Reconciliation Act of 2001 (P.L. 107-16) raised contribution
limitssubstantially, liberalized the rules permitting tax-freetransfers of assetsamong
different types of plans, shortened the maximum service required for employeesto
become vested in employer contributions, established a nonrefundable income tax
credit for retirement plan contributorswith income below specified levels, and made
numerous other changes.

This report describes each type of salary reduction retirement plan authorized
by federal law: individual retirement accounts (IRAS), 8401(k) plans, the Federal
Employees Thrift Savings Plan, 8403(b) plans, 8457 plans, salary reduction
simplified employee pension (SARSEP) plans, and savingsincentive match plansfor
employees of small employers (SIMPLE). Therulesgoverning these plans are then
presented in regard to: eligibility, vesting, tax treatment of contributions, limitson
contributions, limits on investments, withdrawal options, and tax treatment of
withdrawals. Exceptions to the general rules are noted for specific plan types.

Appendix A to this report compares the rules for each plan type in chart form.
Appendix B explainsthe abbreviated termsused in thisreport. Appendix C liststhe
major provisions of law by statute and section number. This report is updated
annually.
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Retirement Plans With Individual Accounts:
Federal Rules and Limits

Background

Numerous tax incentives have been established in federal law for voluntary
retirement saving. Each type of incentive plan was begun for aspecific purposewith
itsown set of rules. Whilethe different plan types shared onetrait in common — a
deferral of current incometaxation on salary contributed to aretirement plan—rules
governing eligibility, contributions, and withdrawal s varied significantly, reflecting
the variety of practicesthat had developed among employersin different sectors of
the economy.

The Tax Reform Act of 1986 (P.L. 99-514) introduced a greater degree of
uniformity to the rules for the various plan types and made their use for
nonretirement purposes less attractive. Extensive changes were also made by the
Small Business Job Protection Act of 1996 (P.L. 104-188) to encourage wider plan
coverage. Further changeswere madein the Taxpayer Relief Act of 1997 (P.L. 105-
34). Most recently, the Economic Growth and Tax Relief Reconciliation Act of 2001
(P.L. 107-16) raised contribution limits, liberalized the rules governing tax-free
transfers of assets among plan types, shortened the maximum service required for
employees to become vested in employer contributions, and made other important
changesin law.

This report provides a general description of the rules under which individual
account retirement saving plansoperate. First, it describeseach of thefollowing plan

types:

individual retirement accounts (IRAS);

8401(k) plans;

the Federal Employees’ Thrift Savings Plan;

8403(b) plans;

8457 plans;

salary reduction arrangements in simplified employee pension
(SARSEP) plans,; and

e savings incentive match plans for employees of small employers
(SIMPLE).

Thereport then summarizesthefederal rulesfor theseplans. Theserules, whichvary
by type of plan, set standards that plans must meet to qualify for tax advantages. A
plan’s specific rules may differ from those described here so long asthey are not in
conflict with the relevant federal requirements.
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Readers interested in a brief summary of how a particular type of plan works
will find that information in the next section. For more detail on specific provisions,
readersshould locatetopicsof interest inthe Plan Rules section, whichfirst setsforth
thegeneral rulesregarding eligibility, vesting, contribution limits and tax treatment,
investment limits, withdrawal options, and taxation of withdrawals. Exceptions to
the general rules pertaining to each plan type are then noted.

Appendix A presents a series of charts that compare the rules by plan type.
Appendix B identifiestheabbreviationsused inthisreport. Appendix C specifiesthe
sections of federal statutes in which the various rules are located.

Summary Description of Retirement Plans With
Individual Accounts

If an employer offers an individual account retirement plan, employees may
instruct the employer to withhold payment of a specified portion of current salary for
investment in the plan. The employer often contributes to the plan as well.
Employees usually have a choice of severa investment vehicles within the plan to
which they may direct contributed funds.

Salary deferral arrangements areintended to hel p empl oyees accumul ate assets
that can be used to provideretirement income. For most employees, theincomefrom
these planswill supplement benefitsfrom Social Security. Some are covered also by
an employer-sponsored defined benefit pension plan and/or another defined
contribution plan,* but, for 52% of workers covered by a 8401(k) plan, that planis
the only tax-deferred retirement arrangement made available by employers to
employees.?

To participate in asalary deferral plan, an employee elects to give up a part of
current wages and have those foregone earnings contributed to the plan by the
employer. These “elective’ contributions often are supplemented by “matching”
and/or “nonelective” contributions from the employer. Employee and employer
contributions that are in compliance with the law are not subject to the federal
income tax in the year that the funds are contributed. Investment earnings on
contributions also receive tax-deferred treatment.®> However, when tax-deferred

! A defined benefit plan promises aretirement benefit amount that is usually determined by
saary level and length of service. A defined contribution plan specifies the contributions
to be made, but the benefits depend on investment performance. Salary reduction plansare
defined contribution plans.

2The proportion with only a8401(k) plan rose from 41% in 1994 to 52% in 1998. Source:
U.S. Dept. of Labor. Pension and Welfare BenefitsAdministration. Abstract of 1998 Form
5500 Annual Reports. Private Pension Plan Bulletin, no. 11, winter 2001-2002. (Hereafter
cited as Pension and Welfare Benefits Administration, Private Pension Plan Bulletin.)

¥ When an amount of incomeis“tax-deferred,” that amount isnot included in thetaxpayer’s
adjusted gross income for the year of deferral. Although the mechanism through which
(continued...)
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funds eventually are withdrawn from the plan, they are then subject to the federal
income tax.* If withdrawals are premature or tardy, as defined in tax law, special
excise taxes may also apply.

Tax deferral offers two possible advantages to an employee. First, compound
interest accrues on the portion of savings that would have been used to pay taxes,
thusyielding alarger after-tax asset in retirement. Second, the employee may bein
alower tax bracket in retirement and pay a smaller tax than would have been dueif
tax had been paid at the time the deferred wages were actually earned. To obtain
these potential tax advantages, an employee must be willing to give up the current
use of the wages contributed to the plan and abide by the plan’s rules regarding
investments and withdrawals.

A brief description of each plan typeis given below.

Individual Retirement Accounts (IRAS)

Individual retirement accounts (IRAs) were authorized by the Employee
Retirement Income Security Act (ERISA) of 1974 (P.L. 93-406) for persons not
covered by employer pension plans. Eligibility was broadened to al employed
individual s and their spouses by the Economic Recovery Tax Act of 1981 (P.L. 97-
34). The Tax Reform Act of 1986 restricted the tax advantage of IRAs for certain
taxpayers with income above specified levels. The Taxpayer Relief Act of 1997
relaxed those restrictions somewhat and authorized Roth IRAs, which are funded
from after-tax contributions and provide tax-free income in retirement. The
Economic Growth and Tax Relief Reconciliation Act of 2001 (P.L. 107-16)
significantly increased the IRA contribution limit and indexed it for inflation.

ThelRA isnot atruesaary deferral plan, sinceitisavailableto workerswithout
any involvement of the employer and does not directly reduce the salary received by
theworker. However, IRAsareincluded inthisreport sincethey aresimilar to salary
deferral plans (i.e., they are based on elective contributions from tax filers with
earned income), they serve astheinvestment vehiclefor two types of employer plans
(SEPs and SIMPLE IRAS), and they are widely used as “successor plans’ to which
individuals transfer assets from employer plans after retirement or job separation
OCCuUrs.

In 1985, 16.2 million tax filing units (19% of all units with wage or salary
income) reported IRA deductions, but the number actively contributing fell after the

3 (...continued)

deferral is achieved may be called a“ deduction” or an “exclusion,” the amount on which
tax is deferred eventually will be subject to taxation when it is withdrawn from the
retirement plan.

* An exception isthe Roth IRA, which accepts only after-tax contributions but permits tax-
free withdrawals of both principal and investment earnings. P.L. 107-16 authorizes“Roth
401k” and “Roth 403b” plans as well, effective in 2006.
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1986 law took effect.” Only 3.5 million tax filers (3.2% of al units with wage or
salary income) reported deductible IRA contributions for 2000. Participation rates
have fallen at al income levels, the decline being greater, the higher the income.
However, this trend undoubtedly has been altered since 1998 by contributions to
Roth IRAS.

Traditional IRAs. Anyone with wage income can contribute the lesser of
$3,000 ayear or 100% of annual earningsto an IRA. AnIRA can be established for
a nonworking spouse, whose annual contribution cannot exceed the lesser of (1)
$3,000, or (2) 100% of the couple' s combined earnings less the working spouse’'s
IRA contribution.®

P.L. 107-16 raised the old limit ($2,000) to $3,000 in 2002. Further increases
are scheduled, to $4,000 in 2005 and $5,000in 2008. The contribution limit will rise
automatically with inflation in $500 incrementsin subsequent years. Thislaw also
authorized “catch-up” contributions for individuals age 50 and older of up to $500
ayear for 2002 through 2005 and up to $1,000 annually thereafter.

While any worker (and spouse) can contribute to an IRA, contributions are
assured of income tax deferral only if at least one of two conditionsis met: (1) the
contributor is not eligible to participate in an employer-sponsored retirement plan;’
or (2) the contributor has adjusted grossincome (AGI) below $40,000 ($60,000 for
ajoint filer). A deduction for contributions of less than $3,000 is allowed if AGI
falls between this level and $50,000 ($70,000 for a joint filer).® These rules are
arrayed in Table 1. Nondeductible contributions are tax-free when withdrawn, but
deductible contributions are taxed upon withdrawal. Taxes are deferred on IRA
investment earnings until withdrawal occurs, whether or not the contributions that
produced these investment earnings were deductible.

Roth IRAs. A Roth IRA can receive after-tax contributions of up to $3,000
annually.® Qualified withdrawals are tax free. Contributions up to $3,000 are
allowed only for taxpayers with AGI not in excess of $95,000 ($150,000 for joint
filers). Allowable contributionsare phased out at an AGI of $110,000 ($160,000 for
jointfilers). Traditiona IRAs can be converted to Roth IRAs by payment of income

®U.S. Internal Revenue Service. Satistics of Income. Washington, various years.

¢ Before 1997, the combined annual contribution to the IRAs of aworking and anonworking
spouse could not exceed $2,250. This provision was changed by P.L. 104-188.

" A person’s eligibility for a deductible IRA may be limited by a spouse’s employer plan
coverage aswell. Under new rules established in P.L. 105-34, aperson whose spouseisin
an employer plan can still deduct afull $3,000 IRA contribution from taxableincomeif the
couple’ sAGI does not exceed $150,000. Partial deductibility isallowed if AGI islessthan
$160,000.

8 The limits on the income thresholds for tax deferral are not indexed for inflation.
However, thetax deferral thresholdswill rise until 2007 according to a schedule adoptedin
P.L. 105-34.

®Theannual limit on Roth IRA contributions began to risein 2002 in tandem with the limit
for traditional IRAs as explained above.



CRS5

tax on the IRA assets that have not been taxed. Eligibility for conversionislimited
to tax filing units (single or joint) with AGI not in excess of $100,000.

Table 1. Determinants of Eligibility to Deduct Contribution
to Traditional IRA in 2003

Tax filing unit/ Eligibility of account-
work status of holder (and spouse) for 2003 adjusted gross  Eligibility to deduct

accountholder employer pension plan income (AGI) IRA contribution
Single/employed Not eligible Any amount Full
Single/employed Eligible $0-$40,000 Full
Single/employed Eligible $40,001-$49,999 Limited®
Single/employed Eligible $50,000 or more None
Joint/employed Not eligible Any amount Full
Joint/employed Eligible $0-$60,000 Full
Joint/employed Eligible $60,001-$69,999 Limited®
Joint/employed Eligible $70,000 or more None

Joint/nonworking . .
spouse Not eligible (nor is spouse) Any amount Full

Joint/nonworking Not elggi bl tﬁ ()spouse
igible

spouse $0-$150,000 Full
Joint/nonworkin Not eligible (spouse

spouse g e?lgibl é)sp $150,001-$159,999 Limited®
Joint/nonworking Not eligible (spouse

spouse eligible) $160,000 or more None

2The ceiling on deductible contributions declines proportionatel y from $3,000 at the lower end of the
AGI range to $0 at the upper end.

Section 401(k) Plans®®

The 8401(k) plan, also called a cash-or-deferred arrangement (CODA), was
formally authorized by the Revenue Act of 1978 (P.L. 95-600) asasalary reduction
arrangement for employees of profitmaking firms, although such plans had existed
earlier under Internal Revenue Service (IRS) revenuerulings. Subsequently, certain
nonprofit organizations were permitted to establish 8401(k) plans. This authority
was rescinded in the 1986 Tax Reform Act, with the following exceptions: rural
electric cooperatives and associations of such cooperatives, rura telephone
cooperatives, the Tennessee Valley Authority; government plans started before May
6, 1986; and private tax-exempt organizations plans started before July 2, 1986.

19 Treatment similar to that for 8401(k) plansisgranted to employee contributionsto certain
trusts by §501(c)(18) of thetax code. That section, added by the Tax Reform Act of 1969
(P.L. 91-172), allows tax deferrals for contributions to trusts that were established as
retirement saving plans for union members before June 25, 1959.
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Effectivein 1997 (P.L. 104-188), authority to establish 8401(k) plans was regained
by al nonprofit employers but not by governments. This authority was restored to
government agenciesthat operate water conservation and irrigation districts by P.L.
105-34.

In 1998, 42.7 million workers were covered by 8401(k) plans. Most of the
covered group (37.1 million) were active participants.* Participation rates rise as
earnings levelsincrease. While 90% of 8401(k) plans are the primary retirement
plans offered by employers, many of these are small firms. Only 52% of 8401(k)
active participants are in 8401(k) plans that are their firms primary retirement
plans.*?

These plans permit employees to elect to contribute a part of wages on a tax-
deferred basis. If participantshave control over investment of their contributions, the
plans must offer several options for investment with a range of risk/return
characteristics. Many employers make contributions aswell, which also are treated
as tax-deferred income of the employees. In atypica plan, the employer putsin 50
cents for each dollar of employee contributions up to 6% of salary. (Beginning in
2006, participants in 8401(k) plans can elect to have their contributions taxed and
receive their distributions, including investment income, tax free. These “Roth
401k” arrangements were authorized by P.L. 107-16.)

Anindividual’ selectivecontributionsarelimited to $12,000in 2003. (Thelimit
was set at $7,000, effective in 1987, and has since been adjusted annually for price
inflation.)*® Further restrictions apply to “highly compensated” participants under
“nondiscrimination” rules, which are intended to assure that plans benefit rank-and-
file workers.* P.L. 107-16 raised the 2001 limit of $10,500 to $11,000 in 2002,
$12,000 in 2003, $13,000 in 2004, $14,000 in 2005, and $15,000 in 2006, after
which inflation indexing in $500 increments will again apply. This law aso
authorized “ catch-up contributions” for participants age 50 and older of up to $1,000
in 2002, $2,000 in 2003, $3,000 in 2004, $4,000 in 2005, and $5,000 in 2006. This
catchup contribution limit also will be indexed for inflation in subsequent yearsin
$500 increments. Total contributions from both employee and employer are also

1 pension and Welfare Benefits Administration, Private Pension Plan Bulletin, p. 47.
Active participants are those who are current empl oyees of the plan sponsor and eligibleto
contribute to the plan.

12 pid., p. 49.

3 The 8401(k) employee contribution limit is adjusted annually. The adjustment is made
by comparing the average Consumer Price Index (CPI-U) figure for the third quarter of the
preceding cal endar year to the corresponding figurefor oneyear earlier. Theadjusted figure
isrounded down to the nearest multiple of $500. The statutory increases specified for 2002
through 2006 by P.L. 107-16 will override this indexation feature, but yearly adjustments
in $500 increments will resume after 2006.

14 Beginning in 1999, a 8401(k) plan that meetsa“ safe harbor” plan design set forthin P.L.
104-188 is exempt from nondiscrimination testing. In tax law, taxpayers who meet safe
harbor criteriagenerally are presumed to be in compliance with the tax law related to those
criteria
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subject to an overall limit on al retirement contributions on behalf of an employee.
(In 2003, this limit is $40,000.)

The Federal Employees’ Thrift Savings Plan

The Federal Employees Retirement System Act of 1986 (P.L. 99-335), in
establishing the Federal Employees’ Retirement System (FERS) for federal civilian
employees covered by Social Security, created a salary reduction retirement plan
modeled on the 8401(k) plan. This plan (the Thrift Savings Plan, or TSP) also was
made available, on different terms, to employees under the predecessor Civil Service
Retirement System (CSRS). Accordingto Federal Thrift Board data, asof March 31,
2002, there were 2.8 million federal employees contributing to the TSP through
salary reductions.” Contributing employeesrepresented 87% of FERSenrolleesand
66% of CSRS enrollees.’® The plan’s assets totaled $104 billion.

Before July 2001, federal employees under FERS could contribute up to 10%
of salary, but no more than $10,500 in 2001. Employees under CSRS could
contribute up to 5% of salary. The percentage limits on employee contributionsrose
in July 2001 based on a provision included in P.L. 106-554. The FERS and CSRS
limitsincreased to 11% and 6%, respectively, at that time. Further one-percentage-
point increases are scheduled to occur in 2002 and each succeeding year until the
limitsreach 15% and 10%, respectively. 1n 2006, the percentage limits on employee
contributions will be abolished, but dollar limitswill till apply. Thedollar limit in
2003is$12,000. Effectivein 2002, military personnel became eligibleto contribute
to the TSP on the same basis as civilian employees covered by CSRS.

Each federal agency contributes an automatic 1% of pay to the thrift savings
accounts of employees covered by FERS. The agencies also make matching
contributionson adollar for dollar basisfor thefirst 3% of salary their FERS-covered
empl oyees contribute and on a 50 cents per dollar basis for the next 2%. No federal
agency contributions are made to the accounts of CSRS-covered workers; only
selected military personnel are eligible for federal contributions to their accounts.

The thrift plan offers participants a choice among five funds that track broad
portfolios of: government securities, common stocks of large firms, fixed-income
securities, small capitalization stocks, and international stocks.

Section 403(b) Plans

These plans, which are tax-sheltered annuities that permit employee salary
deferrals, were established in law in 1958 (P.L. 85-866). They provide annuitiesfor
employeesof public educational organizationsand organizationsthat qualify for tax-
exempt status under 8501(c)(3) of the Internal Revenue Code. This latter group

> Another 0.2 million FERS enrollees received a government contribution to their thrift
accounts equal to 1% of salary but chose not to make el ective contributions.

16 CRS Report RL30387, Federal Employees’ Retirement System: The Role of the Thrift
Savings Plan, by Patrick J. Purcell, September 19, 2002.
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generally consists of nonprofit research, scientific, educational, and charitable
organizations.

Employee tax-deferred contributions are generally subject to an annual ceiling
of $12,000in 2003. Thisceilingisadjusted for inflation in tandem with theindexed
ceiling for 8401(k) plans. (It wasfixed at $9,500 from 1987 through 1997, however.
It will rise yearly through 2006 on the same schedule as set forth above for 8401(k)
plans as a result of P.L. 107-16.) Beginning in 2006, participants can have their
deferrals taxed and receive tax-free distributions from “Roth 403b” plans, as
authorized by P.L. 107-16.

Total contributionsfrom both employee and employer are subject to the overall
$40,000 limit on &l retirement contributions on behalf of an employee. The
nondiscrimination rules apply to contributions made by the employer to 8403(b)
plans and may limit contributions for highly compensated employees.

A large number of 8403(b) plans are invested with the Teachers Insurance
Annuity Association and the College Retirement Equity Fund (TIAA-CREF). Atthe
end of 2001, TIAA-CREF managed assets worth $267 billion for 2.4 million
participants from more than 12,000 institutions.*’

Section 457 Plans

Section 457 was added to the Internal Revenue Code by the Revenue Act of
1978. Thislegidation codified a practice of state and local governments that had
developed over the years. These plans provide for salary deferrals by employees of
stateand local governmentsand other tax-exempt organizations. All statesnow offer
8457 plans, but these plans generally are not offered to all their employees. At the
end of 2000, 8457 plans held more than $90 billion in assets.’®

Unlike 8401(k) plans, which are considered retirement plans “qualified” for
preferred treatment under federal tax law, 8457 plans are not “qudified” plans.™
Thus, the conditionsfor tax deferral of contributionsto 8457 plansare specified only
in 8457, and some of these rules differ from those of qualified plans.

Contributions are limited in 2003 to $12,000. The limit had been fixed at
$7,500 from 1986 through 1997, but it became subject to inflation adjustments in
$500 intervalsin 1997 and received itsfirst increase (to $8,000) in 1998. P.L. 107-
16 raised the annual deferral limit to $11,000 in 2002, $12,000 in 2003, $13,000 in
2004, $14,000 in 2005, and $15,000 in 2006, and indexes it for inflation thereafter

7 College Retirement Equities Fund Prospectus. CREF, New York. May 1, 2002.
18 Pensions and Investments, June 11, 2001, p. 21.

¥ The term “qualified plan” refers to a plan that is qualified as a tax-deferred plan by an
Internal Revenue Service (IRS) determination and is, therefore, eligible for certain
advantagesunder thetax laws. Of the plansdescribedinthisreport, 8403(b) plans, the TSP,
SIMPLE retirement accounts, SARSEPs, 8457 plans, and IRAsarenot qualified plans. The
tax treatment of these plansis specified separately in the law.



CRS9

in $500 increments. These limits are doubled for participants in their last 3 years
prior to retirement. P.L. 107-16 aso eliminated the one-third of compensation limit
on deferrals that applied prior to 2002.

Salary Reduction Arrangements in Simplified Employee
Pension Plans (SARSEPSs)

A simplified employee pension (SEP) consists of IRAs that are funded
completely by the employer on behalf of all eligible employees.® Contributionsare
allowed up to the lesser of 25% of earnings or $40,000 annually and must apply to
each employee account uniformly as a percent of salary. SEPs were authorized to
provide small businesses with a simple means for offering pension coverage to
employees.

Thisarrangement was expanded by a provision of the Tax Reform Act of 1986
to permit employees to make elective tax-deferred contributions to SEPs through
salary reduction (SAR). However, the authority to establish new SARSEPs expired
on December 31, 1996, because of provisionsin P.L. 104-188 authorizing SIMPLE
(discussed below). Plansalready in existence were allowed to continuein operation.
SARSEPsareallowed only for firmswith 25 or fewer employees. Anemployeewith
this option can make elective contributions that are in addition to amounts
contributed by the employer, but total contributionsfrom both sourcesarelimited to
the lesser of 25% of earnings or $40,000. Elective contributions are subject to the
same $12,000 limit in 2003 as a 8401(k) plan. This limit will rise yearly through
2006 according to the same schedul e detailed above for 8401(k) plans.

Savings Incentive Match Plans for Employees of Small
Employers (SIMPLE)

P.L. 104-188 authorized employers with 100 or fewer employees and no
employer-sponsored retirement plan to offer “salary incentive match plans for
employees of small employers’ (SIMPLE) in years beginning on or after January 1,
1997. These plans can be set up as either: (1) SIMPLE retirement accounts for all
eligible employees; or (2) 8401(k) plans operating under special rules. Employees
can defer up to $8,000 ayear in 2003 from salary as contributions to the plan, which
the employer must either match according to a specified formula or augment with a
contribution of 2% of each participant’ swages. SIMPLES are exempt from certain
nondiscrimination rules and reporting requirements.”

The $8,000 annual deferral limit will increase under the provisionsof P.L. 107-
16 to $9,000 in 2004 and $10,000 in 2005. Inflation indexing in $500 increments
will apply for subsequent years.

2 An employee may make annual contributions up to the limit for atraditional IRA to the
same account as the SEP-IRA.

21 For moreinformation, see: CRSReport 96-758, Pension Reform: SIMPLE Plansfor Small
Employers, by James R. Storey (updated by Celinda Franco).
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Plan Rules

The Tax Reform Act of 1986 and the Economic Growth and Tax Relief
Reconciliation Act of 2001 made great strides toward bringing the different types of
salary reduction plans under uniform rules. However, there still are significant
variationsby plantype. Thissection reviewsthecurrent rulesfor eigibility, vesting,
contributions, investments, and withdrawals. The general rules are stated first;
important exceptions that pertain to particular types of plans are then provided.

Eligibility Requirements

A plan offered by an employer must be available to all employees on a
nondiscriminatory basis. Employees can be excluded on the basis of age (under 21)
and length of service with the employer (lessthan 1 year). A 2-year eligibility limit
can be imposed if benefits are fully vested at that time. No maximum age for
eligibility is permitted.

There are also rules relating to a plan’ s breadth of coverage of the employer’s
workforce. A plan must cover either: (1) a least 70% of al “nonhighly
compensated” employees; or (2) apercentage of such employeesthat equals at least
70% of the percentage of “highly compensated” employees the plan covers. If
neither of thesetestsis met, the plan must meet the “average benefitstest.” Thistest
requires that employer contributions for the nonhighly compensated, expressed asa
percent of total employee compensation, equal at least 70% of the corresponding
percentage figure for the highly compensated.

A highly compensated employee includes anyone who falls into one of two
categories: (1) thosewho own at least 5% of thefirm (5% owners); or (2) those with
annual compensation above $90,000 in 2003 (adjusted annually for priceinflationin
$5,000 intervals). Employers can restrict the latter group further by requiring that
they also fall within the top 20% of employeesranked by pay.?? (The history of these
inflation-adjusted amounts is shown in Table 2.)

Exceptions. In the case of a SEP, accounts must be established for all
employees except those in categories that are excludible under federal law. A
SARSEP may be offered only by employerswith 25 or fewer employees. At least half
of the employees must make elective salary deferrals.

An IRA is not subject to these dligibility rules since it is not employer-
sponsored. To be eligible to contribute to an IRA, the only requirement is that the
taxpayer either have earned income or have aspouse with earned income. (Whether
or not IRA contributions are eligible for tax-deferral is discussed below under Tax
Treatment of Contributions.)

2 Thisdefinition of highly compensated wasincludedin P.L. 104-188 to simplify provisions
of prior law.
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Table 2. Limits Defining Highly Compensated Group,
1987-2003

Minimum annual salary to be in highly compensated group:?

For employees with pay

Y ear(9) For employees generally in top 20% of workforce
1987 $75,000 $50,000
1988 78,353 52,235
1989 81,720 54,480
1990 85,485 56,990
1991 90,803 60,535
1992 93,518 62,345
1993 96,368 64,245
1994 99,000 66,000

1995-96 100,000 66,000

1997-99 80,000° 80,000°

2000-01 85,000 85,000

2002-03 90,000 90,000

2 Prior to 1987, there were no statutory limits defining the highly compensated group.

® The 1994 limit remained unchanged from year to year because of a new rounding rule that allows
the limitsto rise only in $5,000 intervals.

¢ The 1997 limits were set by P.L. 104-188. They are indexed in $5,000 intervals.

A SIMPLE must extend €ligibility to all employees who were paid at |east
$5,000 in any 2 prior years and are expected to earn at least $5,000 in the current
year.

Federal eligibility requirements do not apply to 8457 plans. However, the state
and local governmentsand the nonprofit organi zationsthat sponsor 8457 plansapply
their own eligibility rules.

A special set of rules appliesto eligibility for elective deferrals under 8403(b)
plans. The opportunity to make deferrals of more than $200 must be availableto all
employees on a basis that does not favor the highly compensated. Employees may
be excluded from the plan only if they are: (1) nonresident aliens with no U.S.
income; (2) studentsin the employing institution who work for the institution fewer
than 20 hours per week; or (3) employees who participate in another deferred
compensation arrangement offered by the employer. A 8403(b) plan maintained for
church employees is exempt from rules for coverage and nondiscrimination. An
educational institution may exclude al employees under age 26 in a 8403(b) plan
with vesting of 1 year or less.
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A planthat hasreceived no employer contributions since September 2, 1974, is
not subject to these eligibility rules if it met the corresponding rules that were in
effect before that date. This exception covers 8501(c)(18) plans.

Vesting

Employer contributions deposited in a retirement plan may not become the
property of theindividual concerned until some condition of job tenureismet. When
an individual doesgain legal ownership of retirement funds, those funds are said to
be “vested” in that individual.

All salary deferral contributions by an employee must vest at once. Employer
contributionsmust vest at | east as quickly as one of thefollowing schedulesrequires:
100% after 3 years (3-year cliff vesting); or 20% a year beginning with 2 years of
service and reaching full vesting after 6 years (graded vesting). Before 2002, the
maximum termsfor vesting were 5 years (cliff) and 7 years (graded). (Theeffective
date for the shorter vesting periods may be delayed for collectively bargained plans
until the earlier of the bargaining agreement’ s termination date or January 1, 2006.)
Both current and past vesting standards are displayed in Table 3.

Exceptions. Employer contributionsto SMPLES must vest at once. Federal
vesting standards do not apply to 8457 plans. Vesting rules are not needed for IRAs
since al contributions are from the participant.

Table 3. Minimum Requirements for Vesting of Employer
Contributions to Qualified Retirement Plans

Minimum per centage of employer contribution that must be

vested
Cliff vesting Graded vesting

Completed years of in 2002 and in prior in 2002 and in prior

participation later years? years’ later years? years’
1 0 0 0 0
2 0 0 20 0
3 100 0 40 20
4 100 0 60 40
5 100 100 80 60
6 100 100 100 80
7 or more 100 100 100 100

& The new vesting rules may be delayed for collectively bargained plans until the earlier of the
bargaining agreement termination date or January 1, 2006.

®The old ruleswerein force from 1989 through 2001. Multiemployer planswere able to use 10-year
cliff vesting until it was eliminated by P.L. 104-188.
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Tax Treatment of Contributions

Amountscontributed by employeesand employersthat fall withintheallowable
limits discussed below (see Limits on Contributions) are not subject to the federal
incometax in the year in which they are made. Taxation occursin the year that the
funds are withdrawn from the plan. Investment earnings on the contributions also
receivetax-deferred treatment. However, contributions are subject to FICA (Social
Security and Medicare) and FUTA (Unemployment Insurance) taxesin the year the
funds are contributed.

A 10% excisetax isapplied against the empl oyer for any contributionsin excess
of the allowable limits. The employer can avoid this excise tax by refunding the
excess contributions, together with earnings on those contributions, to plan
participants within 2% months after the plan year’s end.

Excess deferrals by an employee that are withdrawn to avoid a penalty, if
withdrawn by the April 15 following the employee’ s taxable year, are not subject to
penaltiesfor early or excess withdrawals (discussed later in the section entitled Tax
Treatment of Withdrawals).

Exceptions. Income tax deferral is not allowed for contributions to Roth
IRAs. Beginning in 2006, there also will be no tax deferral allowed for salary
deferralsto “Roth 401k” and* Roth 403b” plans, which were authorized by P.L. 107-
16 to begin in that year.

Contributions to traditional IRAs are not tax-deferred if the contributor is an
active partici pantin an employer-sponsored plan and hasAGl aboveacertainlevel.
These AGI levels are not adjusted for inflation, but they will rise annually through
2007 according to a schedule adopted in P.L. 105-34. In 2003, if AGI is above
$50,000 ($70,000 for a joint filer), no deduction is allowed. If AGI is between
$40,000 and $50,000 ($60,000 and $70,000 for ajoint filer), adeduction is allowed
up to aceiling. The deductible ceiling equals $3,000 times the following quantity:
1.0 minusthe quotient of (1) the excess AGI over the lower end of theincomerange
divided by (2) $10,000.

These AGI thresholds for deductibility of IRA contributions formerly applied
to a noncovered spouse of a person who had employer plan coverage. However, a
higher threshold was adopted for noncovered spouses by P.L. 105-34. Full
deductibility for noncovered spouses is now allowed for AGI of $150,000 or less.
Partial deductibility is permitted up to an AGI of $160,000.

The AGI thresholds for full deductibility of IRA contributions by asinglefiler
will increase to $45,000 in 2004 and $50,000 in 2005 and thereafter. The phaseout
interval for deductibility will continue to be $10,000. For joint filers, the AGI

% An “active participant” in a particular year is anyone eligible to participate in a defined
benefit planinthat year or anyonewhosedefined contribution account hasfunds contributed
or allocated toitinthat year. Neither theamount of money contributed nor the length of the
eligibility period are considered in the determination of active participant status.
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thresholds for full deductibility will increase to the following levels: $65,000 in
2004; $70,000 in 2005; $75,000 in 2006; and $80,000 in 2007 and thereafter. The
phaseout interval for deductibility by joint filers will continue to be $10,000 until
2007, when it will increase to $20,000. Thus, in 2007, partial deductibility will be
allowed for joint filers with AGI up to $100,000.

A contribution to an IRA in excess of the annual limit ($3,000 in 2003) is
subject to a 6% excisetax if not withdrawn from the IRA before April 15 following
completion of the tax year.

The FICA and FUTA taxes do not apply to SARSEP salary reduction
contributions.

Excisetaxesdo not apply to 8457 plans, but excess contributions are treated as
the employee’ s taxable income in the current year.

Beginningin 2002, P.L. 107-16 authorized atemporary nonrefundabletax credit
equal to a portion of retirement plan contributions for tax filers with AGI below
specified levels. The credit can be applied to both IRA and employer plan
contributions and may be taken in addition to the adjustment to AGI for the
contributions. The credit amounts, which can be applied to up to $2,000 of
contributions, are as follows: 50% of the contribution if the filer’s AGI is no more
than $15,000 (single), $22,500 (head of household), or $30,000 (joint); 20% of the
contribution if AGI is between $15,000 and $16,250 (single), $22,500 and $24,375
(head of household), or $30,000 and $32,500 (joint); 10% of the contributionif AGI
is between $16,250 and $25,000 (single), $24,375 and $37,500 (head of household),
or $32,500 and $50,000 (joint). Thereis no credit available if AGI is above these
stated ranges, and the credit is scheduled to expire December 31, 2006.

Limits on Contributions

Individual plans may set their own limits on the amounts that can be
contributed. However, plan limitscannot exceed thelimitsestablished inthelnternal
Revenue Code. Employee contributionsfrom salary deferralsarelimited to $12,000
in 2003. P.L. 107-16 raises this ceiling yearly through 2006. (See Table7 for the
scheduled increases.) Beginning in 2007, this limit will be indexed for inflation in
$500 intervals.

There is also an overall annual limit on combined contributions that can be
made by employee and employer to an employee’ saccount. That limitis$40,000in
2003. The contribution limit isindexed for inflationin $1,000 intervals. (A 25% of
salary limit was repealed effectivein 2002 by P.L. 107-16. That law also raised the
2001 limit of $35,000 to $40,000 for 2002 and lowered the threshold amount for an
inflation adjustment from $5,000 to $1,000.)
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A further limit may apply to elective salary deferrals by highly compensated
employees and to employer matching.?* Theactual deferral percentage of the highly
compensated is limited by a formula tied to the actual deferral percentage for
nonhighly compensated employees (Table 4). This formula is caled the
“nondiscrimination test.” The history of salary deferral limitsis shownin Table7.

Table 4. Limits on Salary Deferrals by Highly Compensated
Employees Under the Nondiscrimination Test

If avg. deferral rate? of nonhighly Limit on avg. deferral rate? of highly
compensated is: compensated® is:
between 0% and 8% 2 percentage points higher than rate for
nonhighly compensated
between 9% and 80% 1.25 times rate for nonhighly compensated
between 81% and 100% 100%

2 A group’s deferral rate is determined by averaging the elective deferrals as a percent of salary for
each employee in the group. A plan has the option to include qualified matching and
nonel ective contributions to the employee’ s account in performing this calculation.

®Theselimitson deferralsasapercent of salary apply to §401(k) and §501(c)(18) plans, to SARSEPsS,
and to employer contributions to 8403(b) plans. However, they do not apply to SIMPLE
8401(k) plans.

The level of annual compensation on which contributions can be based is
limited to $200,000 in 2003. (See Table 5 for the complete history of thislimit.)
The limit is indexed for inflation annually but can rise only in $5,000 steps. This
limit on includible compensation constitutes an indirect limit on amountsthat can be
contributed by the highly compensated and, therefore, can affect a plan’s
nondiscrimination test calculations. (P.L. 107-16 increased the 2001 limit of
$170,000 to $200,000 effective in 2002 and lowered the threshold for inflation
adjustments from $10,000 to $5,000 increments.)

Beginning in 2002, P.L. 107-16 authorized individuals who have attained age
50 to make “catch-up” contributions to IRAS, 8401(k) plans, 8403(b) plans, 8457
plans, and SIMPLEs. The additional catch-up amount started at $1,000 in 2002 and
risesin $1,000 steps annually until it reaches $5,000 in 2006. This amount will be
indexed for inflation in subsequent yearsin $500intervals. (For SIMPLEs, the catch-
up amount started at $500 and rises in $500 steps until it reaches $2,500 in 2006.
Inflation indexing will then apply in $500 intervals. For IRAS, the catch-up amount
is$500 for 2002 through 2005 and $1,000 in 2006. The IRA catch-up amount is not
indexed for inflation.)

2 The definition of a highly compensated employee is given in the section entitled
Eligibility Requirements.
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Table 5. Limits on Annual Compensation That Can Be Used to
Determine Plan Contributions, 1989-2003

Y ear (9) M aximum countable compensation?
1989 $200,000
1990 209,200
1991 222,220
1992 228,860
1993 235,840

1994-96 150,000°

1997-99 160,000

2000-01 170,000

2002-03 200,000°

2P.L. 99-514 extended to all qualified plans a $200,000 limit that had applied before 1989 only to
SEPs and to collectively bargained plans.

® The 1993 limit was reduced to $150,000 for 1994 by P.L. 103-66. It remained unchanged in some
years after 1994 because it was allowed to rise with inflation only in $10,000 intervals after
enactment of P.L. 103-66.

¢P.L. 107-16 established a $200,000 limit for 2002 and changed the indexing increment to $5,000.

Exceptions. Variationsinlimitson elective salary deferrals by plan type are
shown in Table 6. IRA contributions are limited to the lesser of 100% of earnings
or, in 2003, $3,000 (or atotal of $6,000 for aworker and anonworking spouse). The
overall limit of $40,000 does not apply to IRAs. However, the $3,000 IRA limit
governscontributionsto all of thelRAsan individua owns. (The scheduleof limits
set by P.L. 107-16 beginning in 2002 isshown in Table 7.)

Higher salary deferral limitsapply for 8403(b) plan participantswith morethan
15 years of service. These “catch-up” contributions cannot exceed $3,000 in any 1
year or $15,000 in total. However, catch-up contributions cannot be made if an
employee' s lifetime salary reductions exceed $5,000 times years of service.

In 8457 plans, unused deferrals from prior years may be contributed in one or
more of an employee’s last 3 years before attaining normal retirement age, not to
exceed twice the otherwise applicable annual limit

The Federal Employees’ Thrift Savings Plan originally limited salary deferrals
to 10% of salary for employees covered by FERS and 5% of salary for those under
CSRS, but these limits began to rise in July 2001 and are now 13% and 8%,
respectively. They will rise annually by one percentage point until they reach 15%
and 10% in 2005. In 2006, these percentage limits will be abolished. The limits
established by the nondiscrimination test do not apply to the Thrift Savings Plan
because of legidationincludedinthe FY 1988 Continuing Resolution (P.L. 100-202).
The 8401(k) annual limit on elective contributions ($12,000 in 2003) does apply,
however.
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Table 6. Limits on Annual Contributions to Salary Deferral
Plans by Plan Type, 2003

Limit islesser of:

Isdollar Does nondis-
Annual Per cent limit crimination test
dollar of earn- inflation apply to elective

Plan type limit ings indexed?? salary deferrals?
IRA-employee $3,000 100% Yes No
IRA-nonworking
spouse 3,000° b Yes No
401(K) 12,000 100% Yes Yes
403(b) 12,000 100% Yes No*
457 12,000 100% Yes No
501(c)(18) 12,000 100% Yes Yes
SARSEP 12,000 25% Yes Yes
Federal thrift plan —
FERS 12,000 13% Yes No
Federal thrift plan —
CSRS 12,000 8% Yes No
SIMPLE retirement
account 8,000 100% Yes No
SIMPLE 401(Kk) 8,000 100% Yes No

& Scheduled increasesincluded in P.L. 107-16 will override inflation indexing for several years. See
Table7.

b Contributions of a worker and a nonworking spouse in combination cannot exceed 100% of the
worker’s earnings.

¢ Effective in 1999, a 8401(k) plan is exempt from the nondiscrimination test if it meets a “safe
harbor” plan design set forthin P.L. 104-188. (See preceding page for details.)

4 The nondiscrimination test does apply to employer contributions to §403(b) plans, however.

Annua salary deferrals in a SMPLE are limited in 2003 to $8,000. (The
scheduled increasesin this limit under P.L. 107-16 beginning in 2002 are shown in
Table 7.) The nondiscrimination test is waived for deferrals to these plans. The
$200,000 limit on the annual compensation that can be used as the basis for plan
contributions does not apply in the case of employer matching contributions to a
SIMPLE retirement account.

The nondiscrimination test can be waived for 8401(k) plans that meet one of
two employer contribution goals set forth in P.L. 104-188. These “safe harbor
8401(k)s” must have (1) employer contributions to the accounts of all eligible
nonhighly compensated employees of at least 3% of pay or (2) matching



CRS-18

contributions at |east as generous asthe following: $1 for each $1 of salary deferra
up to 3% of pay, plus $0.50 for each $1 of salary deferral over the next 2% of pay.

Table 7. Annual Dollar Limits on Elective Salary Deferrals,
1975-2008
[Note: Higher * catch-up” limits apply for participants age 50 and older
beginning in 2002—see text for details]

Annual elective deferral limit by plan type:

Year(s)  §401(k)® §403(b)® §457° IRA SIMPLE
1975-78 — ‘ — $1,500 —
1979 — ‘ $7,500 1,500 _
1980-81 ‘ ‘ 7,500 1,500 —
1982-86 ‘ ‘ 7,500 2,000 —
1987 $7,000 $9,500 7,500 2,000 —
1938 7,313 9,500 7,500 2,000 —
1989 7,627 9,500 7,500 2,000 —
1990 7,979 9,500 7,500 2,000 —
1991 8,475 9,500 7,500 2,000 —
1992 8,728 9,500 7,500 2,000 —
1993 8,994 9,500 7,500 2,000 —
1994-95  9,240° 9,500 7,500 2,000 —
1996 9,500 9,500¢ 7,500 2,000 —
1997 9,500 9,500 7,500° 2,000  $6,000°
1998-99 10,000 10,000 8,000 2,000 6,000
2000 10,500 10,500 8,000 2,000 6,000
2001 10,500 10,500 8,500 2,000 6,500
2002 11,000 11,000 11,000 3,000 7,000
2003 12,000 12,000 12,000 3,000 8,000
2004 13,000 13,000 13,000 3,000 9,000
2005 14,000 14,000 14,000 4,000 10,000
2006 15,000 15,000 15,000 4,000 ?
2007 ’ ’ ’ 4,000 ’
2008 ’ ’ ’ 5,000 ’

2These limitsalso apply to §501(c)(18) plans, SARSEPs, and the Federal Employees’ Thrift Savings
Plan.
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b Limits may be higher in some cases. See text for explanation.

°P.L.99-514 placed dollar limitson 8401(k) and 8403(b) salary deferrals. Beforethat, deferralswere
subject only to the overall limit on combined employee/employer contributions to qualified
plans.

4 Inflation indexing was changed so that the limit can rise only in $500 intervals.

¢ Beginning of inflation adjustments on the same basis as for 8401(k) plans.

Limit set in P.L. 107-16.

9Limit to be adjusted annually for inflation in $500 increments.

Plans exempt from nondiscrimination testing have a $250,000 limit. The
$200,000 limit also does not apply to 8401(k) or 8403(b) plans sponsored by
governmental employers. These plans may operate under the compensation limit in
effect on July 1, 1993. Because of inflation indexing, that limit is $300,000 in 2003.
No compensation limit appliesto 8457 plans.

Limits on Investments

Persons acting in a fiduciary capacity are required to follow the “prudent
person” rulewheninvesting contributionsfrom salary deferrals. Thatis, investments
areto be made according to the judgmentsthat a prudent investor would make acting
individually in investing for retirement.

Unless a special exemption is granted, the law specifically prohibits certain
transactions between a plan and “disqualified persons.” The disqualified group
includes owners, officers, employee organizations, fiduciaries, persons providing
servicestotheplan, family membersof disqualified persons, or major partnersof any
of these persons. An excise tax of 5% isimposed on the amount of any prohibited
transaction. Federal law restricts defined benefit pension trusts from holding more
than 10% of plan assetsin property or stock of the plan sponsor. Thisrestrictionwas
extended to 8401(k) plansin 1999 (discussed below under Exceptions).

Salary deferral plans often allow participants to decide how to invest their
accounts, but U.S. Department of Labor (Dol ) regulations provide guidance on the
investment options these plans can offer. A plan that alows participant-directed
investing has to offer at least three diversified options with different risk/return
characteristics.

Exceptions. Specificinvestment restrictions apply to |RAs, which cannot be
invested in collectibles such as art, antiques, and other tangible assets. Such
investments are treated as taxable distributions from the IRA. However, IRAs are
allowed to invest in certain precious metals.

P.L. 105-34 established alimit on the investment of 8401(k) assetsin securities
or property of the employer. Effectivein 1999, salary deferralsin excess of 1% of
pay that are invested in the employer’ s securities or property cannot exceed 10% of
total plan investments unless the participant elects a higher percentage.

Federal laws oninvestment policies do not apply to 8457 plans, but most states
apply their own “prudent person” standards to their plans.
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The DoL regulations that require a range of investment options apply only to
plans qualified under 8401 of the tax code.

Withdrawal Options

Funds may be withdrawn in four ways — as a loan, a rollover, an annuity
contract, or a cash withdrawal. Loans and rollovers that comply with tax laws and
regulations are considered nontaxable distributions. Each withdrawal method is
discussed below.

Loans. Federa law permits, but does not require, qualified plans to allow
loans. Borrowing is subject to a maximum of the lesser of: (1) $50,000; or (2) the
greater of one-half of vested contributions or $10,000.

The term of aloan cannot exceed 5 years unless the loan is used to purchase a
principal residence. Interest charged on a plan loan is not tax-deductible for the
borrower, regardless of theloan’ s purpose. In determining the amount availablefor
borrowing, the largest amount borrowed in the prior 12 monthsis deducted from the
$50,000 maximum, and the reduced maximum is applied in considering a loan
request. Atthetimethat an employee ceasesto be covered by aplan, any outstanding
loan balance is treated as a taxable distribution from the plan.

Exceptions. Borrowing is not permitted from IRAs, SEPS, SARSEPS, or
SIMPLE retirement accounts. State or local government 8457 plans may alow
loans, but 8457 plans of nonprofit organizations cannot.

The Federal Employees' Thrift Savings Plan allows borrowing in amounts up
to the employee's own contributions plus investment earnings. Though loans
originally were limited to four purposes (medical expenses, education expenses,
purchase of aprimary residence, financial hardship), thisrestriction was removed by
P.L. 104-208. A thrift plan loan for home purchase may be paid off over 15 years,
but other loans cannot exceed 4 years.

Rollovers. A rollover is atax-free transfer of funds from one tax-deferred
retirement account to another. Such transfers must be completed within 60 days to
avoid taxation.

Upon leaving employment, a plan participant may roll over vested funds from
asalary reduction plan to a plan offered by the next employer (if that plan accepts
rollovers) or to atraditional IRA (but not to aRoth IRA). A plan distribution can be
rolled over regardless of the proportion it constitutes of an individual’ s total assets
in the plan, so long asthe distribution is not “one in a series of periodic payments.”

Although arollover is not subject to tax, mandatory income tax withholding at
arate of 20% appliesto al lump-sum distributions received directly by a participant
from an employer plan, evenif the distribution eventually isrolled over and thus not
currently taxable. Only rollovers executed by trustee-to-trustee transfers escape tax
withholding.
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Exceptions. Beginning in 2002, P.L. 107-16 removed most of the past
barriersto rollovers. Rollovers are now generally permitted among 8401(k) plans,
8403(b) plans, 8457 plans, the TSP, and traditional IRAS.

IRA-to-1RA rollovers are limited to one per year for each IRA. A Roth IRA can
be rolled over only to another Roth IRA. A SMPLE retirement account can be
rolled over to an IRA only if plan participation exceeds 2 years.

A traditional RA can be converted to a Roth | RA by payment of theincometax
on any untaxed funds withdrawn from thetraditional IRA for thispurpose. Only tax
filers with AGI of $100,000 or less may convert a traditional IRA to a Roth IRA,
however. This $100,000 limit applies to both single and joint filers.

Annuities and Cash Withdrawals. An annuity is obtained through a
contract with an insurance company in which the retirement plan asset is used to
purchase aseries of benefit payments for a guaranteed time period, the participant’s
lifetime, or the joint lifetimes of the participant and a surviving beneficiary. A cash
withdrawal isthe direct removal of funds from an account by the participant, either
inalump sum or in multiple payments. Federa law requiresthat a plan must begin
benefit paymentsto a participant no later than 60 days after the close of the plan year
in which the latest of three events occurs: (1) attainment of age 65 or, if earlier, the
plan’snormal retirement age; (2) completion of 10 yearsof service; or (3) separation
from employment.

To be exempt from a10% excisetax on early withdrawals, an annuity or acash
withdrawal must bereceived under at |east one of thefollowing conditions. (1) after
attainment of age 592 (2) upon the death of the accountholder; (3) because of a
permanent disability; (4) upon separation from employment under an early retirement
provision after attainment of age 55; (5) upon withdrawal at any ageif in theform of
alifeannuity; or (6) because of medical expensesthat are large enough to be treated
as an itemized deduction from income subject to the federal income tax.

At the plan’s option, a cash withdrawal can be obtained while employed if
needed to meet financial hardship,” but only the individual’ s elective deferral's can
be withdrawn for this purpose. Hardship withdrawals are subject to the 10% early
withdrawal excise tax unless one of the abovementioned six conditions for
exemption is met.

Cash withdrawals are subject to the 20% mandatory income tax withholding
described above under Rollovers if the withdrawal constitutes a lump-sum
distribution or multiple payments received over fewer than 10 years. Otherwise,
income tax withholding is optional.

% Hardship withdrawal sare allowed if needed by aparticipant to meet immediate and heavy
financial needs for which no other resources are available. The following needs meet the
definition of hardship: medical expenses; purchase of a principal residence; tuition for
postsecondary education; and rent or mortgage payments to prevent eviction from, or
foreclosure on the mortgage on, a principal residence.
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Exceptions. The abovementioned early retirement exception to the early
withdrawal penalty (item 4) does not apply for IRAs. Also, in-service withdrawals
for financia hardship are not applicable to IRAs since IRAs are not employer plans.

However, threeexceptionsdo apply to IRAs. Withdrawalsfrom IRAS, including
Roth IRAS, are not subject to the 10% early withdrawal tax if the funds are used to:
(1) pay higher education expenses, (2) purchase a primary residence; or (3) pay for
health insurance premiums after receiving unemployment benefits for at least 12
weeks. The home purchase exception is restricted to accountholders who have not
owned aresidence in the prior 2 years. The amount that may be withdrawn penalty-
free for ahome purchase is subject to alifetime limit of $10,000.

Withdrawal sfrom a8457 plan are permitted upon separation from employment,
attainment of age 70Y, “ unforeseeableemergencies,” or death. Theearly-withdrawal
excise tax does not apply to 8457 plans.

Early withdrawals from a SMPLE retirement account are subject to a 25%
excise tax if made within the accountholder’ s first 2 years of plan participation.

Required Minimum Distributions. To avoid tax penalties for late
withdrawal, withdrawals must begin after the later of (1) attainment of age 70%%, or
(2) retirement from covered employment.® The required beginning date, when age
isthe controlling factor, ison or before the 1st of April following the calendar year
in which age 70% is attained. The amount of the required annual distribution is
determined based on life expectancy using actuarial tablespublished by theIRS. The
required minimum distribution appliesto each affected account. Anindividual with
multiple IRAs must calculate the required distribution based on al IRAs held but
may make the actual withdrawal from only one of the IRAS.

On Aprill7, 2002, the IRS issued final and temporary rules that ssimplify the
process of determining the required minimum distribution from qualified plans and
IRASs beginning as early as 2001. Similar rulesfor 8457 plans were proposed May
8, 2002. These rules provide that all taxpayers can use the same table to receive
distributions based on their life expectancy and that of a beneficiary. Thetableis
based on an age differential between accountholder and beneficiary of 10 years. An
exception is made where the beneficiary is a spouse who is more than 10 years
younger. In this case, the accountholder may use the longer distribution period of
thelir joint or last-survivor life expectancy.

Exceptions. Age 70% is still the sole criterion for required minimum
distributions from IRAs. However, there is no required minimum distribution from
a Roth IRA. Required minimum distributions from 8403(b) plans can be delayed
until age 75 for pre-1987 contributions and investment earnings.

% Theretirement date optionwasinstituted by P.L. 100-647 for participantsin governmental
8457 plans and church plans (8457 or 8403(b) plans) and by P.L. 104-188 for participants
in other types of employer-sponsored plans.



CRS-23
Tax Treatment of Withdrawals

Withdrawals of untaxed funds from tax-deferred accounts, unless in the form
of aloan or rollover, are taxable when received. However, a number of special
situations require further explanation.

General Rules. Amounts withdrawn from salary reduction plans that were
contributed or acquired on atax-deferred basis are subject to the federal income tax
in the year the funds are received. Withdrawals are not subject to FICA or FUTA
taxes, however. If aplan holdsfundsthat weretaxed when contributed (i.e., after-tax
contributions), the percentage of thewithdrawn amountsthat is subject to tax isequal
to the percentage that the tax-deferred funds comprise of the account’ s total assets.
For example, if 10% of an individua’'s vested assets were from after-tax
contributions, only 90% of each withdrawal would be subject to the income tax.
When funds are withdrawn from a traditional IRA, the tax status is determined
according to the tax status of al theindividual’ straditional IRAS, not just the status
of the IRA from which the funds were actually taken.

The pro rata approach to taxation applies regardless of the status of the
contributions actually being withdrawn. That is, withdrawals of funds that were
identified originally as after-tax contributions are still treated for tax purposes as if
they were withdrawn from the larger pool of after-tax and before-tax contributions.
This procedure does not change the total amount of taxableincome; it ssmply speeds
up thetime of taxation by denying theindividual control over when taxable amounts
are used asincome.

Exceptions. Withdrawalsfrom aRoth IRA are not subject to the general rule
for taxation of retirement distributions. A Roth IRA withdrawal isassumed to come
first from contributions until all contributions have been withdrawn. Since
contributionsto aRoth IRA havealready been taxed, theseinitial withdrawalsaretax
free, even if the accountholder does not meet the criteria that determine when
withdrawals from a Roth IRA generally are tax free. Those criteria do determine
when withdrawal s of investment earnings from a Roth IRA are tax free, however.
To withdraw investment earnings from a Roth IRA tax free, the initial investment
must have been made for atax year at least 5 years earlier, and at least one of the
following conditions must exist: (1) the accountholder has attained age 59v%; (2) the
accountholder is deceased or disabled; or (3) the funds will be used to purchase a
primary residence by an accounthol der who hasnot had ownershipinterestinahome
for the prior 2 years.

Early Withdrawals. Taxablewithdrawalsbefore age 59%2, unlesscovered by
the exceptions listed earlier in the section on Annuities and Cash Withdrawals, are
subject to an excisetax for early withdrawal. Thistax, 10% of the amount of taxable
funds withdrawn, isin addition to the regular income tax liability.

Exceptions. The 10% penalty tax does not apply to withdrawals from 8457
plans unless the amount withdrawn had been rolled over from another type of
retirement plan. The 10% penalty tax doesapply to early withdrawalsfrom SMPLE
retirement accounts, but the tax is higher (25%) on early withdrawals by SIMPLE
accountholders who have been plan participants for less than 2 years.
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Late Withdrawals. An excise tax is applied for late withdrawals. A late
withdrawal is one that is deficient compared to the required minimum distribution.
(Seethe preceding section on Required Minimum Distributions.) The excisetax for
alate withdrawal is 50% of the amount of the deficiency.

Large Distributions. The excise tax for large distributions is no longer in
force. It was waived for 3 years (1997-1999) by P.L. 104-188 and was repealed
permanently by P.L. 105-34. Prior to 1997, a 15% excise tax had been levied for
“excessive” distributions. This tax was applied to the excess distributions of an
individua whoreceived periodic paymentsfromall plans(excluding 8457 plans) that
summed to more than $155,000 yearly in 1996 (indexed for inflation in $5,000
intervals). (The history of these limits is shown in Table 8.) A lump-sum
distribution had been regarded as excessiveif it were greater than $775,000 in 1996
(or five times the threshold for an excessive annual distribution).

Income Averaging. The1986 Tax Reform Act phases out the practice of 10-
year averaging of lump-sumdistributionsfor tax purposes. Under 10-year averaging,
the distribution istreated as if spread out over each of 10 years, beginning with the
year of actual receipt. The 1986 Act allows persons already over age 50 on January
1, 1986, to elect 10-year averaging, but they must use the higher incometax ratesthat
were in effect before the Tax Reform Act of 1986 took effect. The 1986 Act also
ended theoptionto treat adistribution asareceipt of capital gainsunder thepre-1974
capital gainstax rules. Such treatment was phased out over the period 1987-1992.

For taxpayers denied 10-year averaging by the 1986 Act, the law had allowed
5-year averaging using post-1986 tax rates. However, 5-year averaging was ended
in 2000 by P.L. 104-188.
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Table 8. Thresholds Above Which Plan Distributions Were
Subject to Excise Tax on Large
Distributions, 1987-1997

Y ear Annual threshold
1987 $112,500
1988 117,529
1989 122,580
1990 128,228
1991 136,204
1992 140,276
1993 144,551
1994 148,500
1995 150,000
1996 155,000
1997 160,000%

*The excise tax on large distributions was waived for 1997-1999 by P.L. 104-188 and repealed by
P.L. 105-34 for al subsequent years.
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Appendix A: Comparison of Federal Rules for
Retirement Plans by Plan Type

This appendix provides a series of six tables comparing the federal rules for
different types of retirement plans. This comparison coversthe plan types analyzed
in this report and three other types of employer plans. money purchase plans, in
which the employer purchases securities on behalf of each covered employee on a
periodic basis; profit-sharing plans, in which the employer alocates a percentage of
annual profitsto each employee; and defined benefit (DB) plans, which promiseeach
covered employee that a benefit based on salary and/or tenure will be paid at
retirement age from a pension fund.

The rules presented in these tables are federal limits on how plans can be
designed. There is no mandate that employers offer plans, and plans often have
flexibility within the federal rulesto set specific limits with respect to such factors
as retirement age, benefit level, and contribution rate.

Some complicationsin plan ruleswere omitted in order to keep thiscomparison
inacompact format. For example, rules variations associated with aplan sponsor’s
being self-employed are not identified.
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Table A-1. Eligibility Rules by Retirement Plan Type
Plan type Employer eigibility Extent of workforce coverage required Employee eligibility

Traditional | Not applicable Not applicable All employed individuals and their spouses

IRA

Roth IRA Not applicable Not applicable All employed individual s and their spouses with
AGI lessthan $110,000 (single filers) or $160,000
(joint filers)

SEP IRA Any employer 100% of nonexcludible employees Plan may exclude: (1) those under age 21; (2)
those who worked for firmin less than 3 of last 5
years; (3) those earning less than $450 in last year;
(4) members of bargaining unit; (5) nonresident
alienswith no U.S. income

SARSEP Those with 25 or fewer eligible At least 50% of eligible employees must Plan may exclude: (1) those under age 21; (2)

IRA employees; a SARSEP cannot be defer salary those who worked for firm in less than 3 of last 5

started after December 31, 1996 years; (3) those earning less than $450 in last year;
(4) members of bargaining unit; (5) nonresident
alienswith no U.S. income

SIMPLE Those with 100 or fewer 100% of nonexcludible employees Plan may exclude: (1) those earning less than

IRA employees earning at least $5,000; $5,000 in each of 2 prior years and current year; (2)

cannot offer another plan members of bargaining unit; (3) nonresident aliens
with no U.S. income

8401(k) Any nongovernmental employer; Plan must benefit at least 70% of Plan may exclude employees: (1) until later of

government plans limited to those
adopted before May 6, 1986 and
certain irrigation and drainage
entities

employees who are not highly
compensated, or meet one of two other
tests

attaining age 21 or completing 1 year of service;
(2) who are members of bargaining unit; (3) who
are nonresident aliens with no U.S. income

Educational organizations may exclude employees
until later of age 26 or 1 year of serviceif benefits
fully vested after 1 year
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Plan type Employer eligibility Extent of workforce coverage required Employee eligibility
SIMPLE Nongovernmental employerswith | 100% of nonexcludible employees Plan may exclude: (1) those earning less than
8401(k) 100 or fewer employees earning at $5,000 in each of 2 prior years and current year; (2)
least $5,000; cannot offer another members of bargaining unit; (3) nonresident aliens
plan to employees covered by with no U.S. income
SIMPLE 8401(k)
Educational organizations may exclude employees
until later of age 26 or 1 year of serviceif benefits
fully vested after 1 year
Federa U.S. government All employeesin groups specified in law; | All civilian and military employeesin groups
Thrift federal agencies must contribute to specified in law; employees under CSRS" ineligible
Savings accounts of all employees covered by for employer contributions; only select military
FERS groups eligible for employer contributions
8403(b) Religious, charitable, educational, | Plan must benefit at |east 70% of Plan may exclude employees: (1) who participate
research, and cultural employees who are not highly in 8457 plan, 8401(k) plan, or another §403(b)
organizationsin the state and local | compensated, or meet one of two other plan of employer; (2) who are in bargaining unit;
government and nonprofit sectors | tests (3) who are nonresident aliens with no U.S.
income; (4) who are students in the sponsoring
institution and work less than 20 hours a week
Educational organizations may exclude employees
until later of age 26 or 1 year of serviceif benefits
fully vested after 1 year
Eligibility in church plans determined by sponsor
8457 State and local government No minimum federal requirement, but Eligibility determined by sponsor
agencies, nonprofit organizations nonprofits can cover only selected groups
Money Any employer Plan must benefit at least 70% of Plan may exclude employees: (1) until later of
purchase employees who are not highly attaining age 21 or completing 1 year of service (2

compensated, or meet one of two other
tests

years if benefits fully vested at that time); (2) who
are members of bargaining unit; (3) who are
nonresident aliens with no U.S. income

Educational organizations may exclude employees
until later of age 26 or 1 year of serviceif benefits
fully vested after 1 year
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Plan type Employer eligibility Extent of workforce coverage required Employee eligibility
Profit- Any private-sector employer Plan must benefit at least 70% of Plan may exclude employees: (1) until later of
sharing employees who are not highly attaining age 21 or completing 1 year of service (2
compensated, or meet one of two other years if benefits fully vested at that time); (2) who
tests are members of bargaining unit; (3) who are

nonresident aliens with no U.S. income

Educational organizations may exclude employees
until later of age 26 or 1 year of serviceif benefits
fully vested after 1 year

Private- Any private-sector employer® Plan must benefit at least 70% of Plan may exclude employees: (1) until later of
sector employees who are not highly attaining age 21 or completing 1 year of service (2
defined compensated, or meet one of two other years if benefits fully vested at that time); (2) who
benefit tests are members of bargaining unit; (3) who are

nonresident aliens with no U.S. income

Educational organizations may exclude employees
until later of age 26 or 1 year of serviceif benefits
fully vested after 1 year

2CSRS, the Civil Service Retirement System, wasreplaced for employees hired after 1983 by FERS, the Federal Employees’ Retirement System. The Thrift
Savings Plan (T SP) was designed to be aniintegral part of the retirement benefit for post-1983 hires, along with the FERS DB plan and Social Security.
Military personnel became eligible to participate in TSP in 2002.

® Governmental employers also sponsor defined benefit (DB) plans. However, most federal rules for DB plans do not apply to governmental plans.
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Table A-2. Rules for Employee Contributions by Retirement Plan Type

Annual limit on employee

Annual limit on employee

Nondiscrimination test for employee

Plan Type tax-deferred contributions?® after-tax contributions salary deferrals
Traditional | $3,000 if employee (and spouse)® are not $3,000 ($3,500 if “catch-up” Not applicable
IRA covered by an employer plan or if AGI does | contribution applies) minus
not exceed $40,000 (single filers) or $60,000 | allowable pre-tax contributions;
(joint filers); limit declines to $0 over next same limit applies to employee’s
$10,000 of AGI;® limit is $0 for personsover | nonworking spouse
age 70%%; $500 “catch-up” contribution
alowed if age 50 or older
Roth IRA Tax-deferred contributions not allowed $3,000" if AGI does not exceed Not applicable
$95,000 (single filers) or $150,000
(joint filers); limit declinesto $0
over next $15,000 of AGI for single
filers (next $10,000 for joint filers);
$500 “catch-up” contribution
allowed if age 50 or older
SEPIRA Employee contributions not allowed Employee contributions not allowed | Not applicable
SARSEP $12,000 (indexed in $500 increments’); After-tax employee contributionsnot | Actual deferral percentage (ADP) of highly
IRA $2,000 “catch-up” contribution allowed if allowed compensated employees cannot exceed ADP
age 50 or older for other employees by more than lesser of:
(1) 100% of the nonhighly compensated
group’s ADP; or (2) greater of (a) 2
percentage points, or (b) 25% of nonhighly
compensated group’s ADP; thistest also
applies to employer matching contributions
SIMPLE $8,000 (indexed in $500 increments?); After-tax employee contributions not | Exempt from test
IRA $1,000 “catch-up” contribution allowed if allowed

age 50 or older
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Annual limit on employee

Annual limit on employee

Nondiscrimination test for employee

Plan Type tax-deferred contributions?® after-tax contributions salary deferrals
8401(k) $12,000 (indexed in $500 increments’); After-tax employee contributionsnot | Actual deferral percentage (ADP) of highly
$2,000 “catch-up” contribution allowed if allowed compensated employees cannot exceed ADP
age 50 or older for other employees by more than lesser of:
(1) 100% of the nonhighly compensated
group’s ADP; or (2) greater of (a) 2
percentage points, or (b) 25% of nonhighly
compensated group’s ADP; thistest also
applies to employer matching contributions®
SIMPLE $8,000 (indexed in $500 increments?); After-tax employee contributions not | Deemed to satisfy 8401(k) test
8401(k) $1,000 “catch-up” contribution allowed if allowed
age 50 or older
Federa Lesser of $12,000 (indexed in $500 After-tax employee contributionsnot | None; 8401(k) test waived by P.L. 100-202
Thrift increments”) or 13% of pay (8% of pay allowed
Savings under CSRS)f
8403(b) $12,000 (indexed in $500 increments’); After-tax employee contributions not | No test for employee salary deferrals, but the
catch-up deferrals allowed up to $3,000 a allowed 8401(Kk) test does apply to employer matching
year, $15,000 lifetime, for those with over contributions®
15 years of service and whose past deferrals
do not exceed $5,000 times years of service;
$2,000 “catch-up” contribution allowed if
age 50 or older
8457 $12,000 (indexed in $500 increments”); After-tax employee contributionsnot | Not applicable
catch-up deferrals allowed up to twice the allowed
amount otherwise allowed in last 3 years
before retirement; $2,000 “ catch-up”
contribution allowed if age 50 or older
Money Tax-deferred employee contributions not Not applicable Not applicable
purchase alowed
Profit- Tax-deferred employee contributions not Not applicable? Not applicable
sharing allowed?
Private- Tax-deferred employee contributions not After-tax employee contributions Not applicable
sector alowed allowed; no limit specified in federal
defined law

benefit
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#ffectivein 2002, P.L. 107-16 authorizes nonrefundable tax credits, in addition to tax deferrals, for contributionsto IRAs and employer plans made by tax filerswith AGI
less than $25,000 (single), $37,500 (head of household), or $50,000 (joint).

® A nonworking spouse can also contribute $3,000, but the couple’ s combined contributions cannot exceed their combined earnings. A spouse' sparticipation in an employer
plan does not disqualify an individual from making a deductible contribution, but the maximum deductible contribution is phased out as the couple’sjoint AGI rises
from $150,000 to $160,000.

¢ The $10,000 phase-out range begins at $40,000 and $60,000 for 2003, at $45,000 and $65,000 for 2004, at $50,000 and $70,000 for 2005, at $50,000 and $75,000 for 2006,
and at $50,000 and $80,000 for 2007 and thereafter. The phase-out interval remains at $10,000 until 2007, when it will increase to $20,000 for joint filers.

4 When an amount is said to be “indexed in increments,” the indexed amount remains unchanged until inflation adjustments exceed the specified increment, at which time
theindexed figure rises by the amount of the increment. For example, the 8401(k) salary deferral limit rose from $10,000 to $10,500 in 2000 because of 2 years of
cumulativeinflation adjustmentsto the $10,000 ceiling. P.L. 107-16 overridesinflation indexing for 2002 and severa years thereafter because of statutory increases
set forth in that law.

€ A provision of P.L. 104-188, effective in 1999, deems the nondiscrimination test to be met for 8401(k) plans and 8403(b) plans that comply with a“safe harbor” design
in regard to the level of employer contributions.

fThe FERS and CSRS contribution limits rose to 11% and 6%, respectively, in July 2001 (from the original 10% and 5%), to 12% and 7% in January 2002, and rise by one
percentage point annually thereafter until they reach 15% and 10%. In 2006, these percentage limits will be abolished.

9 Inaconventional profit-sharing plan, theemployer makesall the contributions. V oluntary after-tax empl oyee contributi onsare sometimes permitted by profit-sharing plans.
In this case, the plan would be termed a profit-sharing thrift plan.
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Table A-3. Employer Contribution Rules by Retirement Plan Type

I syear-to-year flexibility
Annual limit on employer allowed in employer Vesting requirements for Employer plan funding
Plan Type contributions® contributions? employer contributions requirements
Traditional | No employer contribution Not applicable Not applicable Not applicable
IRA
Roth IRA No employer contribution Not applicable Not applicable Not applicable
SEP IRA Lesser of 25% of pay or $40,000 | Yes Immediate Contributions and investment
(indexed in $1,000 increments) earningsheld in IRAs
SARSEP Lesser of 25% of pay or $40,000 | Yes Immediate Contributions and investment
IRA (indexed in $1,000 increments) earningsheld in IRAs
SIMPLE Employer must contribute Matching rate can apply to Immediate Contributions and investment
IRA according to one of two formulas: | aslittle as 1% of pay, but earnings held in IRAs
(2) 2% of pay; (2) 100% match of | must apply to 3% of pay at
employee deferrals up to 3% of least 3 out of every 5 years
pay
8401(k) $40,000 (indexed in $1,000 Yes, if 8401(k) ispartof a | ERISA rules Contributions and investment
increments), minus employee's profit-sharing or stock earnings held in individual trust
deferral amount bonus plan fund accounts
SIMPLE Employer must contribute Yes, if 8401(k) ispart of a Immediate Contributions and investment
8401(k) according to one of two formulas: | profit-sharing or stock earnings held in individual trust
(1) 2% of pay; (2) 100% match of | bonus plan fund accounts
employee deferrals up to 3% of
pay
Federa Employer must contribute 1% of No Immediate for federal Contributions and investment
Thrift pay to each FERS employee’s matching; 3 yearsfor earnings held in individual trust
Savings account and match employee automatic 1% federal fund accounts
salary deferrals at rate of 100% contribution (2 years for
for first 3% of pay plus 50% for some noncareer employees)
next 2% of pay, yielding a
maximum employer contribution
of 5% of pay; employer cannot
contribute to CSRS employees
accounts; selected military
personnel are eligible for
employer contributions
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I syear-to-year flexibility
Annual limit on employer allowed in employer Vesting requirements for Employer plan funding
Plan Type contributions® contributions? employer contributions requirements
8403(b) $40,000 (indexed in $1,000 No Immediate except for failure | Contributions fund individual
increments), minus employee's to pay premiums annuities or may be invested in
deferral amount custodial trust fund accounts
8457 $12,000 less employee’sdeferral | Yes Immediate In nonprofit plans, funds held by
amount employer; in state/local plans,
contributions and investment
earnings held in individual trust
fund accounts
Money $40,000 (indexed in $1,000 No ERISA rules’ Minimum funding requirements
purchase increments) apply; contributions are made
according to afixed formula
Profit- Aggregate amount cannot exceed | Yes ERISA rules’ Contributions set by plan
sharing 25%° of compensation of all sponsor, do not have to be from
employees; also limited to current profits; minimum funding
$40,000 (indexed in $1,000 reguirements do not apply
increments)
Private- Employer must contribute Yes, within a ERISA rules’ Determined by ERISA and tax
sector enough to avoid negative balance | minimum/maximum range code;® must fund benefits earned
defined in funding standard account; may each year and amortize any past
benefit not exceed full funding limit® unfunded liabilities over 30-40
years

2 The annual employee pay upon which employer contributions can be based is limited to $200,000 in 2003 (indexed in $5,000 increments). Limits on
employer contributions apply to employee salary deferrals as well, because these deferrals are considered in the tax code to be contributions made
by employers at the behest of employee elections to defer current receipt of a part of pay. This column identifies the employer limit net of the
employee's deferral amount.

P ERISA and the tax code require that employer contributions be fully vested after completion of 3 years of service, or after 6 yearsif vested in steps of 20%
beginning after 2 years of service.

¢ This limit was changed to 25% from 15% effective in 2002 by P.L. 107-16.

4P.L. 107-16 repeals the full funding limit effective in 2004.

¢ ERISA and the tax code set rulesfor the funding of defined benefit (DB) pension liabilities. DB plans must establish afunding standard account to which
chargesand creditsare made. Plans must fund pension benefits earned each year (normal cost) and amortize past serviceliabilitiesover 30to 40 years.
Actuaria gains and losses must be amortized over 5 years and changes in actuarial assumptions over 10 years. An additional funding requirement
(deficit reduction contribution) appliesto plansthat are less than 90% funded. The funding standard account provides employers with some funding
flexibility.
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Table A-4. Nondiscrimination and Integration Rules by Retirement Plan Type

Plan Type Nondiscrimination rules® Social security integration® Rulesfor top-heavy plans’
Traditional | Not applicable Not applicable Not applicable
IRA
Roth IRA Not applicable Not applicable Not applicable
SEPIRA Not applicable Difference in contribution rates Applicable
above and below Social Security
taxabl e wage base cannot exceed
5.7 percentage points
SARSEP Applies to employer matching contributions | Not allowed Applicable
IRA
SIMPLE Not applicable Not allowed Exempt
IRA
8401(k) Cannot discriminate among employeesin Not allowed Applicable
regard to benefit availability, rights, or
features
SIMPLE Cannot discriminate among employeesin Not allowed Exempt
8401(k) regard to benefit availability, rights, or
features
Federa Not applicable Not allowed Exempt
Thrift
Savings
8403(b) Cannot discriminate among employeesin Difference in contribution rates Applicable
regard to benefit availability, rights, or above and below Social Security
features taxabl e wage base cannot exceed
5.7 percentage points
8457 Not applicable Not applicable Not applicable
Money Cannot discriminate among employeesin Differencein contribution rates Applicable
purchase regard to benefit availability, rights, or above and below Social Security

features

taxable wage base cannot exceed
5.7 percentage points




CRS-36

Plan Type Nondiscrimination rules® Social security integration® Rulesfor top-heavy plans’
Profit- Cannot discriminate among employeesin Difference in contribution rates Applicable
sharing regard to benefit availability, rights, or above and below Social Security

features; alocation of employer taxabl e wage base cannot exceed

contributions cannot favor highly 5.7 percentage points

compensated employees
Private- Cannot discriminate among employeesin Offset plan cannot reduce pension | Applicable
sector regard to benefit availability, rights, or below half of accrued benefit;
defined features; plan must benefit at least the lesser | differencein accrua rates above
benefit of: (1) 50 employees, or (2) the greater of (&) | and below Social Security wage

40% of all employees, or (b) 2 employees base cannot exceed 0.75

percentage point in excess plan

2 This column presents the nondiscrimination rules that apply to employer-provided benefits. Nondiscrimination testing of salary deferralsis displayed in
Table A-2.

®|f an employer takes Social Security benefits explicitly into account in designing a retirement plan, the planissaid to beintegrated. Since Social Security
benefits favor lower-paid workers, the tax code permits employer-sponsored benefits to favor higher-paid workers, so long as the benefits in
combination with Social Security are nondiscriminatory.

¢ A top-heavy defined contribution plan is one in which the accounts of key employees hold more than 60% of the plan’ stotal assets. A top-heavy defined
benefit plan is one in which the present value of accrued benefits for key employees exceeds 60% of the present value of all accrued benefits. Top-
heavy plans are required to provide employer contributions for non-key employees at least as great as the lesser of: (1) 3% of pay; or (2) the rate
provided for key employees. These rules apply only in years in which a plan meets the top-heavy criteria.
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Excisetax on early Excisetax on late In-service
Plan Type withdrawals withdrawals withdrawals Rollover options L oan availability
Traditional | 10% of taxable 50% of amount by which Allowed Once ayear to another | None
IRA amount withdrawn withdrawal falls short of traditional IRA; can be
before age 59%2 unless | minimum required converted to Roth IRA
exception® applies distribution® after age 70%2 by payment of tax on
tax-deferred amounts
by accountholders with
AGI of lessthan
$100,000; to employer
plan that accepts
rollovers
Roth IRA 10% of amountstaxed | None Allowed Once ayear to another | None
upon conversion or Roth IRA
investment earnings
withdrawn before age
59Y unless exception®
applies
SEP IRA 10% of taxable 50% of amount by which Allowed To another SEP IRA or | None
amount withdrawn withdrawal falls short of traditional IRA; can be
before age 59%2 unless | minimum required converted to Roth IRA
exception® applies distribution® after age 70%2
SARSEP 10% of taxable 50% of amount by which Allowed To another SARSEP None
IRA amount withdrawn withdrawal falls short of IRA or traditional IRA;
before age 59%2 unless | minimum required can be converted to
exception® applies distribution® after age 70%2 Roth IRA
SIMPLE 10% of taxable 50% of amount by which Allowed To another SIMPLE None
IRA amount withdrawn withdrawal falls short of IRA or traditional IRA
before age 59%2 unless | minimum required (if in SIMPLE at least 2

exception® applies;
penalty is 25% if
withdrawal iswithin
first 2 years of

SIMPLE participation

distribution® after age 70%2

years); can be
converted to Roth IRA
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Excisetax on early Excisetax on late In-service
Plan Type withdrawals withdrawals withdrawals Rollover options L oan availability
8401(k) 10% of taxable 50% of amount by which Allowed after age To an employer plan Limited to the lesser of
amount withdrawn withdrawal falls short of 59%, earlier in case of | that acceptsrolloversor | (1) $50,000 or (2) the
before age 59%2 unless | minimum required financial hardship to traditional IRA greater of (a) 50% of
exception® applies distribution® after later of vested amount or (b)
age 70% or retirement $10,000
SIMPLE 10% of taxable 50% of amount by which Allowed after age To an employer plan Limited to the lesser of
8401(k) amount withdrawn withdrawal falls short of 59%, earlier in case of | that acceptsrolloversor | (1) $50,000 or (2) the
before age 59%2 unless | minimum required financial hardship to traditional IRA greater of (a) 50% of
exception® applies distribution® after later of vested amount or (b)
age 70% or retirement $10,000
Federa 10% of taxable 50% of amount by which Allowed in case of To an employer plan Limited to sum of
Thrift amount withdrawn withdrawal falls short of financial hardship; that acceptsrolloversor | employee’s contributions
Savings before age 59%2 unless | minimum required one-time withdrawal to traditional IRA plus related investment
exception® applies distribution® after later of allowed by employees earnings, also limited to
age 70% or retirement after age 59% lesser of (1) $50,000 or
(2) the greater of (a) 50%
of vested amount or (b)
$10,000
8403(b) 10% of taxable 50% of amount by which Allowed after age To employer plan that Limited to the lesser of
amount withdrawn withdrawal falls short of 59Y;, earlier in case of | acceptsrolloversor to (2) $50,000 or (2) the
before age 59%2 unless | minimum required financial hardship traditional IRA greater of (a) 50% of
exception® applies distribution® after later of vested amount or (b)
age 70% or retirement; $10,000
minimum required
distribution of 8403(b)
assets acquired before
1987 can be delayed to age
75
8457 No excise tax; 50% of amount by which Allowed after age To employer plan that Not allowed in nonprofit
withdrawals allowed withdrawal falls short of 70Y, earlier for accepts rollovers or to plans; in state/local plans,
only in event of job minimum required emergencies traditional IRA allowed up to lesser of (1)

separation, attainment
of age 70Y, financial
emergency, or death

distribution® after later of
age 70% or retirement

$50,000 or (2) greater of
(a) 50% of vested amount
or (b) $10,000
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Excisetax on early Excisetax on late In-service
Plan Type withdrawals withdrawals withdrawals Rollover options L oan availability
Money 10% of taxable None; plan must start Allowed To an employer plan Limited to the lesser of
purchase amount withdrawn distributions after |ater of that acceptsrolloversor | (1) $50,000 or (2) the
before age 592 unless | age 70% or retirement to traditional IRA greater of (a) 50% of
exception® applies vested amount or (b)
$10,000
Profit- 10% of taxable None; plan must start Allowed for assets To an employer plan Limited to the lesser of
sharing amount withdrawn distributions after |ater of heldinplanatleast 2 | that acceptsrolloversor | (1) $50,000 or (2) the
before age 592 unless | age 70% or retirement years to traditional IRA greater of (a) 50% of
exception® applies vested amount or (b)
$10,000
Private- 10% of taxable None; plan must start Not allowed To an employer plan Limited to the lesser of
sector amount withdrawn distributions after |ater of that acceptsrolloversor | (1) $50,000 or (2) the
defined before age 592 unless | age 70% or retirement to traditional IRA greater of (a) 50% of
benefit exception® applies vested amount or (b)

$10,000

@ Generally, retirement income is subject to the federal income tax upon receipt, but only to the extent that the funds have not been taxed previously. If
income is received from an account or plan that includes both taxed and untaxed funds, the income tax applies to the same proportion of the income

as untaxed funds make up of the total retirement asset.

® The exceptions are: death, disability, withdrawal in the form of alife annuity, higher education expenses, up to $10,000 for a qualified home purchase,
payment of medical expensesin excess of 7.5% of AGI, or payment of health insurance premiums after receiving unemployment benefits for at least
12 weeks. Withdrawalsfrom aRoth IRA are presumed to come first from contributions, which are not taxed when withdrawn and thus are not subject

to this 10% penalty.

¢ The minimum required annual distribution must be enough to use up the asset over the accountholder’ s lifetime (and that of a beneficiary deemed to be

10 years younger).

4 The exceptions are; death, disability, retirement under an early retirement provision after attainment of age 55, withdrawal in the form of a life annuity,

or payment of medical expensesin excess of 7.5% of AGI.
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Table A-6. Rules® for Reporting, Disclosure, Fiduciary Responsibility and Allowable Investments
by Retirement Plan Type

Required reporting by plan to

Required disclosure by plan

Requirements on

Plan Type federal agencies to participants plan fiduciaries Prohibited investments
Traditional | Distributions reported to IRS on Form | Distributions reported to Exempt from ERISA Art, antiques, and other
IRA 1099-R; contributions and account accountholder on Form 1099-R; | rules’ collectibles (except certain
balances reported to IRS on Form contributions and account precious metals); penalty for
5498 balances reported to prohibited transactions
accountholder on Form 5498
Roth IRA Distributions reported to IRS on Form | Distributions reported to Exempt from ERISA Art, antiques, and other
1099-R; contributions and account accountholder on Form 1099-R; | rules’ collectibles (except certain
balances reported to IRS on Form contributions and account precious metals); penalty for
5498 balances reported to prohibited transactions
accountholder on Form 5498
SEPIRA Distributions reported to IRS on Form | Distributions reported to ERISA rules apply® Art, antiques, and other
1099-R; contributions and account accountholder on Form 1099-R; collectibles (except certain
balances reported to IRS on Form contributions and account precious metals); penalty for
5498 balances reported to prohibited transactions
accountholder on Form 5498
Plan data reported to IRS on Form
5500 unless plan begun as model plan | Simplified version of ERISA
disclosure rules” also applies
SARSEP Distributions reported to IRS on Form | Distributions reported to ERISA rules apply® Art, antiques, and other
IRA 1099-R; contributions and account accountholder on Form 1099-R; collectibles (except certain

balances reported to IRS on Form
5498

Plan data reported to IRS on Form
5500 unless plan begun as model plan

contributions and account
balances reported to
accountholder on Form 5498

Simplified version of ERISA
disclosure rules” also applies

precious metals); penalty for
prohibited transactions
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Plan Type

Required reporting by plan to
federal agencies

Required disclosure by plan
to participants

Requirements on
plan fiduciaries

Prohibited investments

SIMPLE
IRA

Distributions reported to IRS on Form
1099-R; contributions and account
balances reported to IRS on Form
5498

Distributions reported to
accountholder on Form 1099-R;
contributions and account

bal ances reported to account-
holder on Form 5498

Amended ERISA rules also
apply: trustee must provide
annual plan summary; employer
must give plan description to
eligibles and notify them of
chance to elect participation

Employer relieved of
fiduciary liability for
losses related to
participant control of
assets, which occurs at
earliest of: (1) choice
among investment
options; (2) rollover
of fundsto another
account; (3)
completion of 1 year
inplan

Art, antiques, and other
collectibles (except certain
precious metals); penalty for
prohibited transactions

§401(K)

Distributions reported to IRS on Form
1099-R; contributions and account
balances reported to IRS on Form
5498

Plan data reported to IRS on Form
5500; simplified reporting applies for
plans with less than 100 participants

Distributions reported to
participants on Form 1099-R

ERISA rules also apply®

ERISA rules apply®

Investments in securities or real
property of the employer of
deferralsin excess of 1% of
pay cannot exceed 10% of total
deferral unlessindividual
chooses; penalty for prohibited
transactions’

SIMPLE
§401(K)

Distributions reported to IRS on Form
1099-R; contributions and account
balances reported to IRS on Form
5498

Plan data reported to IRS on Form
5500; simplified reporting applies for
plans with less than 100 participants

Distributions reported to
participants on Form 1099-R

ERISA rules also apply®

ERISA rules apply®

Investments in securities or red
property of the employer of
deferralsin excess of 1% of
pay cannot exceed 10% of total
deferral unlessindividual
chooses; penalty for prohibited
transactions

Federal
Thrift
Savings

Distributions reported to IRS on Form
1099-R

Transactions and account
balances reported to participants
semi-annually; plan summary
provided by agenciesto

empl oyees when plan changes

Rules set forthin USC
Title 5, Section 8477

Investment limited to five
funds established by law
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Required reporting by plan to

Required disclosure by plan

Requirements on

5500; simplified reporting applies for
plans with less than 100 participants

Plan Type federal agencies to participants plan fiduciaries Prohibited investments
8403(b) Distributions reported to IRS on Form | Distributions reported to ERISA rules apply® Penalty for prohibited

1099-R; contributions and account participants on Form 1099-R transactions’

balances reported to IRS on Form

5498 ERISA rules also apply®

Plan data reported to IRS on Form

5500; simplified reporting applies for

plans with less than 100 participants
8457 Distributions reported to IRS on Form | Distributions reported to None® None®

1099-R participants on Form 1099-R or

W-2

Money Distributions reported to IRS on Form | Distributions reported to ERISA rules apply® Penalty for prohibited
purchase 1099-R participants on Form 1099-R transactions’

Plan data reported to IRS on Form ERISA rules also apply®

5500; simplified reporting applies for

plans with less than 100 participants
Profit- Distributions reported to IRS on Form | Distributions reported to ERISA rules apply® Penalty for prohibited
sharing 1099-R participants on Form 1099-R transactions

Plan data reported to IRS on Form ERISA rules also apply®

5500; simplified reporting applies for

plans with less than 100 participants
Private- Distributions reported to IRS on Form | Distributions reported to ERISA rules apply® Penalty for prohibited
sector 1099-R participants on Form 1099-R transactions;® investment in
defined employer’s securities or real
benefit Plan data reported to IRS on Form ERISA rules also apply® property cannot exceed 10% of

plan assets

#1n addition to the requirements shown in this table, the financial institutions that invest plan assets also must file reportsto comply with federal and state
laws regulating banks, brokerage firms, and insurance companies.

P ERISA requires that plan fiduciaries act prudently and solely in the interests of plan participants and beneficiaries.

¢ Prohibited transactions involve the sale or transfer of assets between a participant, plan sponsor, or fiduciary and another interested party (e.g., family
members, plan service providers). The penalty is an excise tax, raised to 15% from 10% by P.L. 105-34.

4 Each participant must be furnished with a summary plan description and a summary annual financial report.
¢ Though federal laws on disclosure, fiduciary standards, and investment policy do not apply to 8457 plans, state laws may apply.
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Appendix B: Abbreviations Used in This Report

ADP. Actua deferral percentage, ameasure used in the nondiscrimination test for §401(k) and 8403(b)
plans.

AGI. Adjusted grossincome.
CRS. Congressional Research Service.
CSRS. Civil Service Retirement System.

DB. A defined benefit pension plan, which promises participants future benefits based on tenure and
salary and holds invested assets in a central fund to cover the promised benefits.

DC. A defined contribution plan, which accrues contributed fundsand investment earningsin individual
accounts for each participant. The assets in an individual’s account become the vested property of the
participant for use in retirement.

DoL. U.S. Department of Labor.

ERISA. Employee Retirement Income Security Act of 1974 (P.L. 93-406).

FERS. Federal Employees Retirement System.

FICA. Federa Insurance Contributions Act, which authorizes collection of the federal payroll tax that
funds Socia Security and Medicare.

FUTA. Federal Unemployment Tax Act, which authorizes collection of thefederal payroll tax that funds
certain activities under the federal-state Unemployment Compensation system.

GAO. U.S. Genera Accounting Office.
GPO. U.S. Government Printing Office.
IRA. Individual retirement account.
IRS. U.S. Internal Revenue Service.

PWBA. Pension and Welfare Benefits Administration, former name of the division of the U.S.
Department of Labor that has enforcement responsibilities under ERISA.

SARSEP. A simplified employee pension plan that includes asalary reduction agreement as authorized
by 8408(k) of the tax code.

8401(k) Plan. A qualified employer retirement planthat includesasal ary reduction agreement authorized
by 8401(k) of the tax code.

8403(b) Plan. A tax-deferred annuity plan authorized by 8403(b) of the tax code for sponsorship by
certain educational, cultural, and research organizations.

8457 Plan. A nonqualified deferred compensation plan authorized by 8457 of the tax code for
sponsorship by government and nonprofit employers.

8501(c)(18) Plan. A union-sponsored thrift plan granted tax-deferred status by 8501(c)(18) of the tax
code.

SEP. A simplified employee pension plan as authorized by 8408(k) of the tax code.

SIMPLE. A savingsincentive match plan for employees of small employers as authorized by §408(p)
of the tax code.

TSP. The Thrift Savings Plan, a 8401(k)-type plan for federal employees.

USC. United States Code.
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Appendix C: Location of Statutory Provisions

For Retirement Plans

L aw/section number

Provisions of section

Internal Revenue Code

of 1986:

25B
72(Q)
72(b)
72(c)
72(h)
72(m)
72(0)
72(p)
72(q)
72(s)
72(0)
219
401(a)
401(b)
401(c)
401(d)
401(f)
401(9)
401(j)
401(K)

401(m)

401(n)

Nonrefundable credit equal to portion of retirement plan contributions
for taxpayers with AGI below specified levels

Treatment of annuities asincome

Exclusion of contributions to retirement plans from income
Definitions of certain terms used in other sections

L ump-sum payment option

Special rules for annuities and distributions

Rules for deductible employee contributions

Rulesfor plan loans

Penalty for early withdrawal

Distribution requirements upon death of accountholder
10% early withdrawal excise tax

Adjustment to AGI for IRA contributions

Rules for qualified employer retirement plans
Retroactive plan amendments

Rules for self-employed individuals

Rules for owner-employee plans

Rulesfor custodial accounts

Definition of annuity

Definition of union-negotiated qualified plan

Rulesfor cash or deferred arrangements (8401(k) plans)

Nondiscrimination test for employee salary deferral contributions and
matching employer contributions

Coordination of qualified plan rules with qualified domestic relations
orders
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L aw/section number

Provisions of section

402(a)
402(b)
402(c)
402(e)
402(f)
402(g)
402(h)
402(i)
403(a)

403(b)

403(c)
404
406
407

408(a)-408(i)

Rulesfor rollovers

Tax treatment of contributions to nonexempt trust

Tax treatment of foreign pension trusts

Tax treatment of lump-sum distributions

Requirement for written explanation of rollovers

Limits on 8401(k) and 8403(b) elective deferrals

Limits on contributions to SEPs

Treatment of self-employed as employees for certain purposes
Taxation of qualified employee annuities

Rulesfor tax-sheltered annuitiesfor 8501(c)(3) organizationsand public
schools (8403(b) plans)

Taxation of nonqualified annuities

Tax treatment of employer contributions

Treatment of employees of foreign affiliates

Treatment of employees of domestic firm with foreign operations

Rulesfor IRAS

and 408(m)-408(0)

408(j)-408()
408(p)

408A

410

411

412

413

414(a)
414(b)

414(c)

Rules for SEPs

Rulesfor SIMPLES

Rulesfor Roth IRAs

Minimum standards for plan participation

Minimum standards for vesting of benefits

Minimum funding standards

Rulesfor collectively bargained plans, multiemployer plans
Service for predecessor employer

Employees of controlled group of corporations

Employees of commonly controlled partnerships and proprietorships
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L aw/section number

Provisions of section

414(d)
414(e)
414(f)
414(g)
414(h)
414())
414())
414(m)
414(n)
414(p)
414(q)
414(r)
414(9
415
416
417

457

501(c)(18)
3121
3306
4972
4973
4974
4975

4979

Definition of governmental plan

Definition and treatment of church plans

Definition of multiemployer plan

Definition of plan administrator

Tax treatment of contributions

Definition of defined contribution (DC) plan

Plan mergers and consolidations, transfers of plan assets
Employees of affiliated service group

Employee leasing

Definition of qualified domestic relations order
Definition of highly compensated employee

Rules for separate lines of business (SLOB rules)
Definition of compensation

Limits on benefits and contributions

Rules for top-heavy plans

Minimum standards for survivor annuity provisions

Rules for deferred compensation plans of state and local governments
and tax-exempt organizations (8457 plans)

Tax exemption for certain employee pension trusts
Treatment of retirement contributions by FICA tax

Treatment of retirement contributions by FUTA tax

Excise tax on employer for nondeductible plan contributions
Excise tax on excess contributions to IRAs and §403(b) plans
Excise tax on failure to make minimum required distribution
Excise tax on prohibited fund transactions

Excise tax on employer for excess plan contributions
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L aw/section number

Provisions of section

4980A (repealed)

Employee Retirement
Income Security
Act of 1974:

3

4
101-111
202

203

204

205

206

401-405,
409-413

406, 408
501-513

514

Title 5, United States

Code:

Ch. 83, Subch.
1

Ch. 84, Subch.
1,1V, V,
and VI

Ch. 84, Subch.
[ and VII

Excise tax on excess plan distributions

Definition of terms

Types of benefit plans covered

Reporting and disclosure rules

Rules for employee coverage

Vesting standards

Benefit accrual rules

Rulesfor joint and survivor annuity option
Rules for benefit commencement

Rulesfor fiduciary conduct

Prohibited transactions
Administration and enforcement

Preemption of state laws

Provisions establishing the Civil Service Retirement System

Provisions establishing the Federal Employees’ Retirement System

Provisions establishing the Federal Employees’ Thrift Savings Plan



