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Free publications and forms.  If you need in-
formation on a subject not covered in this pub-IntroductionImportant Change  
lication, you may check our other free publica-

This publication discusses retirement plans tions. To order publications and forms, call ourNew compensation limit.  Compensation of a
that can be used by self-employed persons toll-free telephone number 1–800–TAX–participant that can be taken into account for
and partnerships. These plans are called Sim-

FORM (1–800–829–3676) or write the Internalcomputing contributions to Keogh or SEP plified Employee Pension (SEP) plans and
Revenue Service (IRS) Forms Distributionplans is generally limited to $150,000 for plan H.R. 10 (Keogh) plans. For purposes of

years beginning on or after January 1, 1994. Center for your area as shown in the incomethese plans, a self-employed individual is
See Contribution Limits under Simplified Em- tax package.both an employer and employee. Under a
ployee Pension (SEP) and Limits on Contribu- SEP plan, contributions are made to individual
tions and Benefits under Keogh Plans. retirement arrangements (SEP-IRAs) set up Telephone help for hearing-impaired per-

for all employees who qualify. A SEP can also sons.  If you have access to TDD equipment,
be set up by a corporation. you can call 1-800-829-4050 with your tax

Only a sole proprietor or a partnership can questions or to order forms and publications.Important Reminder  set up a Keogh plan. The plan must meet cer- See your tax package for the hours of
tain legal requirements to qualify for tax bene- operation.Plan amendments required by changes in fits.  See Setting Up a Keogh Plan, later, for a

the law.  If your Keogh plan needs to be re- discussion about a standard form of plan that
vised to conform to recent legislation, you may generally meets these requirements, and that Note:  All references to ‘‘section’’ in the fol-
choose to get a determination letter from your you can adopt  th rough a  sponsor ing lowing discussions are to sections of the Inter-
IRS key district office approving the revision. organization. nal Revenue Code (IRC), unless otherwise
Generally, master and prototype plans (but not Certain fishermen are considered to be indicated.
the elections in their related adoption agree- self-employed for purposes of setting up a Ke-
ments) are amended by sponsoring organiza- ogh plan. (See Fishermen treated as self-em-
tions. However, there are instances when you ployed in the Glossary near the end of this
may need to request a determination letter re- publication.)

There is an example near the end of thisgarding a master or prototype plan that is a Tax Benefits of SEP
publication showing you how to complete andnonstandardized plan and that you maintain. and Keogh Plans  file the Form 5500–EZ, Annual Return of One-Your request should be made on the appropri-
Participant (Owners and Their Spouses) Pen-ate form (generally Form 5300 or 5307 for a
sion Benefit Plan.  See Reporting Require-master or prototype plan) and should be filed
ments, later, to determine if you are required towith Form 8717 and the appropriate user fee Words you may need to know (see
file this annual return.(see Publication 1380, User Fees). Glossary):

Generally, if you need to amend your plan
Useful Itemsto comply with any law change made by the Annual additionYou may want to see:Tax Reform Act of 1986, by Section 522 of the Annual benefit

Unemployment Compensation Amendments BusinessPublicationsof 1992 (the direct rollover option rule), or by
Common-law employee

section 13212(a) of the Revenue Reconcilia- ❏ 535 Business Expenses Compensation
tion Act of 1993 (the $150,000 compensation

❏ 575 Pension and Annuity Income Contributionlimit), you have until the end of the first plan (Including Simplified General Rule) Deductionyear beginning on or after January 1, 1994.
Earned income❏ 590 Individual RetirementThis is known as the remedial amendment
EmployeeArrangements (IRAs)period.
EmployerYour plan can remain qualified during the

Forms (and Instructions) Master planremedial amendment period only if the plan
Net earnings from self-employment❏ 5305–SEP Simplified Employeeamendment applies retroactively to the effec-
PartnerPension—Individual Retirementtive date of the law change. Furthermore, if:
Prototype planAccounts Contribution Agreement

• Your plan has individual design features, Self-employed individual
❏ 5305A–SEP Salary Reduction and

Sole proprietorOther Elective Simplified Employee• Your plan requires additional amendments
Pension—Individual Retirement(such as an amendment to reflect the new
Accounts Contribution Agreement$150,000 compensation limit),

A deduction for contributions to a retirement❏ 5329 Additional Taxes attributable to
plan and deferral of tax on income of the plan• Your plan sponsor requested a determina- Qualified Retirement Plans (Including
are benefits that apply to each self-employedtion letter by June 30, 1994, and IRAs), Annuities, and Modified
individual (see Glossary )who has a SEP orEndowment Contracts

• Your plan sponsor requested a determina- Keogh plan.
❏ 5330 Return of Excise Taxes Relatedtion letter that took into account all issues re- If you are self-employed, you can take an

to Employee Benefit Planslated to the Tax Reform Act of 1986, income tax deduction for certain contributions
❏ 5500 Annual Return/Report of for yourself to the plan. You can also deduct

Employee Benefit Plan (With 100 or trustee’s fees if contributions to the plan do notyou may qualify to rely on that determination
more participants) cover them. Deductible contributions plus theletter for an extended period while making the

❏ 5500–C/R Return/Report of Employee plan’s earnings on them stay tax free until youadditional required amendments.
Benefit Plan (With fewer than 100 receive distributions from the plan in laterFor further information, contact employee
participants) years. If you are a sole proprietor, you canplans taxpayer assistance telephone service

deduct contributions you make for your com-between the hours of 1:30 p.m. and 4 p.m. ❏ 5500–EZ Annual Return of One-
mon-law employees (see Glossary )as wellEastern Time, Monday through Thursday, at Participant (Owners and Their Spouses)
as contributions for yourself. A common-law(202)622-6074/6075. (These are not toll-free Pension Benefit Plan
employee cannot deduct your contributions.numbers.)
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This form may not be used by an employer that provides for employee-elected contribu-
who: tions even if the contributions are madeSimplified Employee

under a salary reduction agreement. Use
• Currently maintains any other qualified re-Pension (SEP)  Form 5305A-SEP, or a nonmodel SEP if you

tirement plan. This does not prevent you
want to permit elective deferrals to a SEP.A simplified employee pension (SEP) is a writ- from also maintaining a Model Elective SEP

ten plan that allows you to make contributions (Form 5305A-SEP) or other SEP to which
Many financial institutions will assist you intoward your own (if a self-employed individual) either elective or nonelective contributions

setting up a SEP.and your employees’ retirement without get- are made.
You can set up and contribute to a SEP–ting involved in the more complex Keogh plan.

• Has maintained in the past a defined benefit IRA, for a year, no later than the due date (plusBut some advantages available to Keogh
plan, even if now terminated. extensions) of your income tax return for thatplans, such as the special averaging treat-

year. Contributions must be in the form ofment that may apply to Keogh plan lump- • Has any eligible employees for whom IRAs
money (cash, check, or money order). Yousum distributions, do not apply to SEPs. have not been established.
cannot contribute property. However, you mayUnder a SEP, you make the contributions

• Uses the services of leased employees (as be able to transfer or roll over certain propertyto an individual retirement arrangement (called
described later). from one account to another. See Publicationa SEP–IRA in this publication), which is owned

590 for more information on rollovers.by you or one of your common-law employees. • Is a member of an affiliated service group
You are not required to make contributionsSEP–IRAs are set up for, at a minimum, (as described in section 414(m) of the Inter-

every year. But, if you make contributions, theyeach qualifying employee (defined below). A nal Revenue Code), a controlled group of
must be based on a written allocation formulaSEP–IRA may have to be set up for a leased corporations (as described in section
and must not discriminate in favor of highlyemployee (defined below), but need not be 414(b)), or trades or businesses under com-
compensated employees (defined below).set up for excludable employees (defined be- mon control (as described in section 414(c)),
When you contribute, you must contribute tolow). If the employee cannot be located or is UNLESS all eligible employees of all the
the SEP–IRAs of all qualifying employees whounwilling to execute the necessary set-up doc- members of such groups,trades, or busi-
actually performed personal services duringuments (SEP agreement and IRA trust) you nesses, participate under the SEP.
the year for which the contributions are made,can execute them for him or her.
even if the employee dies or terminates em-You may be able to use Form 5305–SEP • Does not pay the cost of the SEP contribu-

in setting up your SEP. ployment before the contributions are made.tions. Do not use Form 5305-SEP for a SEP
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The contributions you make under a SEP Deduction of Contributions forContribution Limits 
are treated as if made to a qualified pension, Yourself  Contributions you make for a year to a com-stock bonus, profit-sharing, or annuity plan.

When figuring the deduction for employer con-mon-law employee’s SEP–IRA cannot exceedConsequently, contributions are deductible
tributions made to your own SEP–IRA, com-the smaller of 15% of the employee’s com-within limits, as discussed later, and, gener- pensation is your net earnings from self-pensation (see Glossary) or $30,000. Com-ally, are not taxable to the plan participants. employment (see Glossary ) which takes intopensation, for this purpose, does not includeContributions generally are not subject to fed-
account:employer contributions to the SEP.eral income, social security, Medicare, or un-
1) The deduction allowed to you for one-halfemployment taxes.

Annual compensation limit.  For plan years of the self-employment tax, and
beginning in 1994, you generally cannot con-

2) The deduction for contributions on behalfDefinitions  sider compensation of an employee in excess
of yourself to the plan.The term self-employed individual is defined of $150,000 when figuring your contributions

in the Glossary. For SEP purposes, he or she limit for that employee.
Because your deduction in (2), above, andis an employee as well as the employer. The

your compensation (adjusted net earnings)self-employed individual can have a SEP–IRA. Note.  For employees in a collective bar-
are each dependent on the other, the adjust-gaining unit covered by a SEP for which the
ment to net earnings for (2) is made indirectlyA qualifying employee   is an individual who: $150,000 limit is not effective for the plan year
by reducing the contribution rate called for inbeginning in 1994, the compensation limit is1) Reached the age of 21 years, your plan. This is done by using the Self-Em-$242,280.

2) Worked for you in at least 3 of the immedi- ployed Person’s Rate Table that follows, or by
ately preceding 5 years, and using the Self-Employed Person’s Rate Work-

Reporting on Form W–2.  Do not include SEP sheet, later.3) Received at least $396 in compensation
contributions on Form W–2, Wage and Taxfrom you for 1994.
Statement, unless there are contributions in Self-employed person’s rate table.  If your
excess of the applicable limit, or there are con- plan’s contribution rate for allocating employer
tributions under a salary reduction arrange- contributions to employees is a whole numberNote.  You can establish less restrictive
ment as discussed later. (for example, 12% rather than 12 1/2%), youparticipation requirements for employees than

can use the following table to find the rate thatthose listed, but not more restrictive ones.
Contributions for yourself.  The annual lim- applies to you. Otherwise, you can figure your
its on your contributions to a common-law em- rate using the worksheet provided later.

Leased employees.  If you have leased em- ployee’s SEP–IRA also apply to contributions First find your plan contribution rate (the
ployees who are treated as your employees you make to your own SEP–IRA. However, contributions rate stated in your plan) in Col-
and meet the above participation require- special rules apply when figuring your maxi- umn A of the table. Then read across to the
ments, you must include these employees in mum deductible contribution.  See Deduction self-employed person’s rate under Column B.
your SEP. You have a leased employee if a of Contributions for Yourself,  later. This is the self-employed person’s rate to be
person who is not your employee is hired by a applied as shown in Example 1, later.
leasing organization and provides employee Tax treatment of excess contributions.  If
services to you of the type historically per- the annual amount you contribute to an em- Self-Employed Person’s Rate Tableformed by employees in your business field. ployee’s SEP–IRA (or to your own SEP–IRA)
These services must be provided by that per- exceeds the smaller of 15% (or, for you, Column A Column B 
son on a substantially full-time basis for at 13.0435%) of the employee’s compensation or The Self-Employed
least a year under an agreement between you $30,000, the excess is included in the employ- If the Plan Contribution Person’s
and the leasing organization. ee’s income and is treated as a contribution by Allocation Rate is: Rate is:

To determine whether any leased em- the employee to his or her SEP–IRA. As a re- (shown as a %) (shown as a decimal)
ployee must be treated as your employee, see sult, the annual limit on contributions the em- 1 . . . . . . . . . . . . .009901Keogh Plan Qualification Rules, later. ployee can make to an IRA (generally, the 2 . . . . . . . . . . . . .019608

smaller of $2,000 or the employee’s compen- 3 . . . . . . . . . . . . .029126
Excludable employees.  The following em- sation), which also applies to the employee’s 4 . . . . . . . . . . . . .038462
ployees need not be covered under a SEP: own contributions to a SEP–IRA, may have 5 . . . . . . . . . . . . .047619

been exceeded. In that case, the employee1) Employees covered by a union agree- 6 . . . . . . . . . . . . .056604
would be subject to a 6% excise tax on the ex-ment and whose retirement benefits were 7 . . . . . . . . . . . . .065421
cess unless it is withdrawn as explained underbargained for in good faith by their union 8 . . . . . . . . . . . . .074074
Excess Contributions in Chapter 7 of Publica-and you, and 9 . . . . . . . . . . . . .082569
tion 590. 10 . . . . . . . . . . . .0909092) Nonresident alien employees who have As a participant in a SEP, the employee’s 11 . . . . . . . . . . . .099099no U.S.-source earned income from you. IRA deduction may be limited because of cov- 12 . . . . . . . . . . . .107143
erage by an employer plan (including the 13 . . . . . . . . . . . .115044A highly compensated employee  is an em- SEP). 14 . . . . . . . . . . . .122807ployee who during the current or preceding

15* . . . . . . . . . . . .130435*year: When To Make Contributions  16 . . . . . . . . . . . .137931
Owned more than 5% of the capital or prof- 17 . . . . . . . . . . . .145299To take a deduction for contributions for a par-

its  interest in your business; or 18 . . . . . . . . . . . .152542ticular year, you must make the contributions
Received annual compensation from you 19 . . . . . . . . . . . .159664no later than the due date (plus extensions) of

of more  than $99,000; or 20 . . . . . . . . . . . .166667your income tax return for that year.
21 . . . . . . . . . . . .173554Received annual compensation from you
22 . . . . . . . . . . . .180328of more  than $66,000 and was among Deduction Limits  
23 . . . . . . . . . . . .186992the top 20%  most highly paid employ- The most you can deduct for employer contri- 24 . . . . . . . . . . . .193548ees during the year, or butions for common-law employees is 15% of 25 . . . . . . . . . . . .200000

An individual who was at any time an of- the compensation (see Glossary) paid to
ficer  and received compensation of them during the year from the business that *The deduc t ion  fo r  annua l  employer
more than $59,400. has the plan. contributions to a SEP or profit-sharing plan
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canno t  exceed  13 .0435% o f  your Step 7 Multiple Plan Limits  
Enter the smaller of Step 5 or Stepcompensation (figured without deducting

For purposes of the deduction limits, treat all of6. This is your maximumcontributions for yourself) from the business
your qualified defined contribution plansdeductible contribution. Enterthat has the plan.

your deduction on line 27, Form (defined later) as a single plan, and treat all of
1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ your qualified defined benefit plans (definedNote:  The rates in the above table and the

later) as a single plan. If you have both kinds ofworksheets that follow apply only to unincor-
plans, a SEP is treated as a separate profit-porated employers who have only one defined Example 2.  You are a sole proprietor and
sharing (defined contribution) plan. See thecontribution plan, such as a profit-sharing have employees. The terms of your plan pro-
definitions for defined contribution and definedplan. A SEP is treated as a profit-sharing plan. vide that you contribute 101/2% (.105) of your
benefit plans in Kinds of Plans under Keoghcompensation, and 101/2% of your common-law

Example 1.  If your plan’s contribution rate Plans, later. A ‘‘qualified’’ plan is a plan thatemployees’ compensation. Your net earnings
for allocating 1994 contributions is 10% of a meets certain requirements. See Keogh Planfrom line 31, Schedule C (Form 1040) is
participant’s compensation, your self-em- Qualification Rules, later.$200,000. In figuring this amount, you de-
ployed person’s rate is 0.090909. Enter this ducted your common-law employees’ com-
rate in Step 1 under Figuring your deduction, pensation of $100,000 and contributions for SEP and profit-sharing plans.  If you alsolater. them of $10,500 (101/2% x $100,000). This net contributed to a qualified profit-sharing plan,

earnings amount is now reduced to $193,565 you must reduce the 15% deduction limit forSelf-employed person’s rate worksheet.  If by subtracting your self-employment tax de-
that profit-sharing plan by the allowable de-your plan’s contribution rate is not a whole duction of $6,435. You figure your self-em-
duction for contributions to the SEP-IRAs ofnumber (for example, 101/2%), you cannot use ployed rate and maximum deduction for em-
those participating in both the SEP plan andthe Self-Employed Rate Table. Use the Self- ployer contributions on behalf of yourself as
the profit-sharing plan.Employed Person’s Rate Worksheet that follows:

follows.

SEP and defined contribution plans.  If youSelf-Employed Person’s Rate Worksheet
contribute to a defined contribution retirementSelf-Employed Person’s Rate Worksheet

1) Plan contribution rate as a decimal plan, annual additions to an account are lim-
1) Plan contribution rate as a decimal (for example, 101/2% would be 0.105) 0.105 ited to the lesser of (1) $30,000 or (2) 25% of

(for example, 101/2% would be 0.105) the participant’s compensation. When figuring2) Rate in line 1 plus one, (for example,
these limits, contributions by the same em-2) Rate in line 1 plus one (for example, 0.105 plus one would be 1.105) . . . . . 1.105
ployer to more than one such plan must be0.105 plus one would be 1.105) . . . . . 3) Self-employed rate as a decimal
added. Since a SEP is considered a defined3) Self-employed rate as a decimal (divide line 1 by line 2) . . . . . . . . . . . . . . 0.0950
contribution plan for purposes of these limits,(divide line 1 by line 2) . . . . . . . . . . . . . .
employer contributions to a SEP must be
added to other contributions to defined contri-

Self-Employed Person’s Deduction Worksheet bution plans.
Figuring your deduction.  Now that you have

Step 1your self-employed rate, you can figure your
Enter your rate from the Self- SEP, defined contribution, and definedmaximum deduction for contributions for your-
Employed Person’s Rate Table or benefit plans.  If you contribute to one or moreself by completing the following steps:
Self-Employed Person’s Rate defined contribution plans (including a SEP)
Worksheet . . . . . . . . . . . . . . . . . . . . . . .    0.0950 and one or more defined benefit plans, special

Self-Employed Person’s Deduction Worksheet
deduction limits apply. For more informationStep 2

Enter your net earnings from line 3, on the special deduction limits, see DeductingStep 1
Schedule C-EZ (Form 1040), line contributions to combination of plans underEnter your rate from the Self-
31, Schedule C (Form 1040), line Keogh Plans, later.Employed Person’s Rate Table or
36, Schedule F (Form 1040), orSelf-Employed Person’s Rate
line 15a, Schedule K-1 (FormWorksheet . . . . . . . . . . . . . . . . . . . . . . .

Carryover of excess contributions.  If you1065) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  200,000
Step 2 made contributions in excess of the deduction

Step 3Enter your net earnings from line 3, limit (nondeductible contributions), you can
Enter your deduction for self-Schedule C-EZ (Form 1040), line carry over and deduct the excess in later
employment tax from line 25, Form31, Schedule C (Form 1040), line years. However, the excess contributions car-
1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    6,43536, Schedule F (Form 1040), or ryover, when combined with the contribution

line 15a, Schedule K–1 (Form Step 4 for the later year, cannot exceed the deduction
1065) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ Subtract Step 3 from Step 2 and limit for that year. 

enter the result . . . . . . . . . . . . . . . . . . . $  193,565Step 3 Excise tax.  If you made nondeductible
Enter your deduction for self- Step 5 (excess) contributions to a SEP, you may be
employment tax from line 25, Form Multiply Step 4 by Step 1 and enter subject to a 10% excise tax. To figure and re-
1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ the result . . . . . . . . . . . . . . . . . . . . . . . . . $   18,389 port the excise tax, see Excise Tax for Nonde-

Step 4 ductible (Excess) Contributions and CarryoverStep 6
Subtract Step 3 from Step 2 and Multiply $150,000 by your plan of Excess Contributions under Keogh Plans,
enter the result . . . . . . . . . . . . . . . . . . . $ contribution rate. Enter the result later.

but not more than $30,000 . . . . . . . $   15,750Step 5
Multiply Step 4 by Step 1 and enter Step 7 Where to Deduct on Form 1040  the result . . . . . . . . . . . . . . . . . . . . . . . . . $ Enter the smaller of Step 5 or Step

6. This is your maximumStep 6 Deduct contributions for yourself on line 27 of
deductible contribution. EnterMultiply $150,000 by your plan Form 1040. You deduct contributions for your
your deduction on line 27, Formcontribution rate. Enter the result common-law employees on Schedule C (Form
1040. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   15,750but not more than $30,000 . . . . . . . $ 1040) or Schedule F (Form 1040).
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deferral percentage (ADP) of all nonhighly trade or business (provided your personal ser-Salary Reduction
vices are a material income-producing factor),compensated employees eligible to par-Arrangement  taking into account your deduction for contri-ticipate (the ADP test).

A SEP can include a salary reduction arrange- butions on your behalf to employer retirement
ment. Under this arrangement, your employ- plans and the deduction allowed for one-half ofA salary reduction arrangement is not
ees can elect to have you contribute part of your self-employment tax.available  for a SEP maintained by a state or
their pay to their SEP–IRAs. The tax on the Compensation for this purpose does not in-local government, or any of their political sub-
part contributed is deferred. This choice is clude tax-free items (or deductions related todivisions, agencies, or instrumentalities, or to
called an elective deferral. You may be able to them) other than foreign earned income anda tax-exempt organization.use Form 5305A–SEP to set up this type of housing cost amounts.
SEP. Many qualified financial institutions can Disabled participants.  You may be ableLimits on elective deferrals.  The most com-assist you in setting up such an arrangement. to elect to use special rules to determine com-

pensation a participant can elect to defer for
pensation for a participant who is permanently

the calendar year 1994 is the smaller of:Restrictions.  This arrangement is available and totally disabled. See Internal Revenue
only if: Code section 415(c)(3)(C) which provides that• 15% of the participant’s compensation; or

the participant’s compensation means the1) At least 50% of your employees eligible to • $9,240 compensation the participant would have re-participate choose the salary reduction
ceived if paid at the rate of compensation paidarrangement,

If the employee also participates in a tax-shel- before becoming permanently and totally
2) You have no more than 25 employees tered annuity plan (section 403(b) plan), total disabled.

who were eligible to participate in the SEP deferrals cannot exceed $9,500.
(or would have been eligible to participate Employee compensation defined.  Gen- Tax treatment of deferrals.  Deferrals not in
if you had maintained a SEP) at any time erally, for a plan participant other than a self- excess of the average deferral percentage
during the preceding year, and employed individual, compensation is his or (ADP) test limit (see item 3 under Restrictions

her pay from the employer.3) The amount deferred each year by each above) under an elective deferral arrangement
Self-employed individuals.  If you arehighly compensated employee as a are not included in the employee’s compensa-

self-employed (a sole proprietor or a partner),percentage of pay (the deferral percent- tion subject to federal income tax in the year of
age) is no more than 125% of the average compensation is your net earnings from your deferral. Deferrals are included in wages for
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social security, Medicare, and federal unem- Reporting and Disclosure Setting Up a Keogh Plan  
ployment (FUTA) tax purposes.

If you are self-employed, it is not necessary toRequirements Reporting on Form W–2.  Any SEP contri-
have employees besides yourself to sponsor

butions relating to your employee’s wages If you set up a SEP using Form 5305–SEP, or and set up a Keogh plan. If you have employ-
under a salary reduction arrangement are in- Form 5305A–SEP, you can satisfy the Inter- ees, you must allow them to participate in the
cluded in the Form W–2 wages for social se- nal Revenue Code reporting and disclosure plan if they meet the minimum participation

requirements by giving each employee a copycurity and Medicare tax purposes only. requirements (or the requirements of your
of the completed agreement form (including its plan, if more lenient).Example.  In 1994, Jim chose to have his
questions and answers) and a statement each You, the employer, are responsible for es-pay reduced by $4,500 and to have that
year showing any contributions to the employ- tablishing and maintaining the plan.amount contributed by his employer to a SEP- ee’s SEP–IRA. If you set up a salary reduction

IRA under a salary reduction arrangement. His SEP, you must also provide a notice of any ex-
Minimum participation requirements.  Ansalary for the year is $30,000. On Jim’s Form cess contributions.
employee must be allowed to participate inW–2, the employer will show total wages of If you do not use Form 5305–SEP (or
your plan if he or she:$25,500 ($30,000 minus $4,500), social secur- Form 5305A–SEP, if applicable) to set up

ity wages of $30,000, and Medicare wages of your SEP,  you must give your employees • has reached age 21 and
$30,000. Jim will report $25,500 as wages on general information about a SEP. The informa-

• has at least one year of service (2 years ifhis individual income tax return. tion must satisfy the Internal Revenue Code
the plan provides that after not more than 2

reporting and disclosure requirements. For
years of service the employee has a nonfor-

guidance, see the preceding paragraph.Overall Limits on SEP feitable right to all of his or her accrued
Contributions  benefit).
Contributions you make to a common-law em-
ployee’s SEP–IRA, including elective defer- Keogh Plans  

Note:  A plan cannot exclude an employeerals, are subject to the SEP limits discussed
because he or she has reached a specifiedearlier. These limits also apply to contributions A qualified employer plan set up by a self-em-
age older than age 21.you make to your own SEP–IRA. See Contri- ployed person is generally referred to as a Ke-

bution Limits, earlier. ogh or HR 10 plan. Only a sole proprietor or a
partnership can establish a Keogh plan. A Written plan requirement.  To qualify, the
common-law employee or a partner cannot. plan you establish must be in writing and mustDistributions (Withdrawals)  See the Glossary def ini t ions for more be communicated to your employees. The

As an employer, you cannot prohibit distribu- information. plan’s provisions must be stated in the plan.
tions from a SEP–IRA. Also, you cannot condi- The plan must be for the exclusive benefit Thus, for instance, it is not sufficient for the
tion your contributions on the keeping of any of employees or their beneficiaries. A Keogh plan to merely refer to a requirement of the In-
part of them in the account. plan includes coverage for a self-employed ternal Revenue Code.

individual. For Keogh plan purposes, a self-Distributions are subject to IRA rules. For
employed individual is both an employer andinformation on these rules, including those on Master or prototype plans.  Most Keogh
an employee.the tax treatment of distributions, rollovers, re- plans follow a standard form of plan (a master

As an employer, you can usually deduct,quired distributions, and income tax withhold- or prototype plan) approved by the IRS. You
subject to limits, contributions you make to aing, see Publication 590. can adopt an approved master or prototype
Keogh plan, including those made for your

plan offered by an organization that provides
own retirement. The contributions (and earn-

such plans.Additional Taxes  ings and gains on them) are generally tax-free Plan providers.  The following organiza-
until distributed by the plan.Additional taxes may apply for using SEP tions generally can provide IRS-approved

funds in making premature distributions, al- master or prototype plans:
lowing an excess accumulation, or receiving

• A bank (including some savings and loanexcess distributions. For information on these Table 3. Setting Up A Keogh Plan
associations and federally insured credittaxes, see Chapter 7, What Acts Result in
unions),Penalties? in Publication 590. Also, a SEP–

IRA account may be disqualified, or an excise To set up a Keogh plan, you can: • A trade or professional organization,
tax may apply, if the account is involved in a

• An insurance company, orprohibited transaction, discussed next. Adopt an IRS-approved prototype or
master plan offered by a sponsoring or- • A mutual fund.
ganizationProhibited transaction.  If an owner improp-

erly uses his or her SEP–IRA, such as by bor- Nonstandard plans.  If you prefer, you can
or set up an individually-designed plan to meetrowing money from it, the owner has engaged

specific needs. Although advance IRS ap-in a prohibited transaction. In that case, the
Prepare and adopt a written plan that proval is not required, you can apply for ap-SEP–IRA will no longer qualify as an IRA. For
satisfies the qualification requirements proval by paying a fee and requesting a deter-a list of prohibited transactions, see Prohibited
of the Internal Revenue Code mination letter. You may need professionalTransactions under Keogh Plans, later.

assistance for this. A reading of Revenue Pro-Effect on owner.  If a SEP-IRA is disquali-
cedure 94-4  may help you decide whether orfied because of a prohibited transaction, the Then you must:
not to apply for approval of your plan. It isassets in the account will be treated as having
available at most IRS offices and at somebeen distributed to the owner of that SEP-IRA Establish a trust or custodial account for libraries.on the first day of the year in which the transac- investment of funds

tion occurred. The owner must include in in-
Investing plan assets.  In setting up a Keoghcome the excess of the assets’ fair market or
plan, you arrange how the plan’s funds will bevalue (on the first day of the year) over any
used to build its assets.cost basis in the account. Also, the owner may Buy an annuity contract or face amount

have to pay the additional tax on premature certificates from an insurance company • You can establish a trust or custodial ac-
distributions. count to invest the funds.
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• You, the trust, or the custodial account can The plan must provide a definite formula insta l lment  payments of  the required
buy an annuity contract from an insurance contributions.for allocating the contribution (shared profits)
company. Life insurance can be included among the participants, and for distributing the Due dates.  The due dates for the install-
only if it is incidental to the retirement accumulated funds to the employees after ments are 15 days after the end of each quar-
benefits. they reach a certain age, after a fixed number ter. For a calendar-year plan, the installments

of years, or upon certain prior occurrences. are due April 15, July 15, October 15, and Jan-• You, the trust, or the custodial account can
uary 15 (of the following year).In general, you can be more flexible inbuy face-amount certificates from an insur-

making contributions to a profit-sharing plan Installment percentage.  Each quarterlyance company. These certificates are
than to a money-purchase pension plan (dis- installment must be 25% of the required an-treated like annuity contracts.

nual payment.cussed next) or a defined benefit plan (dis-
cussed later). But the maximum deductible Extended period for making contribu-You establish a trust by a legal instrument
contribution may be less under a profit-sharing tions.  Additional contributions required to sat-(written document). You may need profes-
plan (see Limits on Contributions and Bene- isfy the minimum funding requirement for asional assistance to do this.
fits, later). plan year will be considered timely, if made noYou can establish a custodial account with

later than eight and one-half months after theForfeitures under a profit-sharing plan cana bank, savings and loan association, credit
end of that year.be allocated to the accounts of remaining par-union, or other person who can act as the plan

ticipants in a nondiscriminatory way, or theytrustee.
can be used to reduce employer contributions.You do not need a trust or custodial ac- Contributions   

count, although you can have one, to invest
A Keogh plan is generally funded by employerMoney-purchase pension plan.  A money-the plan’s funds in annuity contracts or face
contributions. However, employees participat-purchase pension plan has contributions thatamount certificates. If anyone other than a
ing in the plan may be permitted to makeare fixed and are not based on the employer’strustee holds them, however, the contracts or
contributions.profits. For example, if the plan requires thatcertificates must state that they are not

contributions be 10% of the participants’ com-transferable.
Self-employed individual.  You can makepensation, without regard to whether the self-
contributions for yourself only if you have netemployed person has earned income (or theOther plan requirements.  For information on
earnings (compensation) from self-employ-amount of earned income), the plan is aother important plan requirements, see Keogh
ment in the trade or business for which themoney-purchase pension plan. This appliesPlan Qualification Rules, later.
plan was established. Consequently, if youeven though the compensation of the self-em-
have a net loss from self-employment, youployed individual as a participant is based onSet-up deadline.  To take a deduction for con- cannot make contributions for yourself for theearned income derived from business profits.tributions for a tax year, your plan must be set year, even if you can contribute for common-

up (adopted) by the last day of that year (De- law employees based on their compensation.Defined Benefit Plan  cember 31 for calendar-year employers). Also, your net earnings must be from your per-
A defined benefit plan is any plan that is not a sonal  serv ices,  not  merely f rom your
defined contribution plan. Contributions to aContribution deadline.  You can make de- investment.
defined benefit plan are based on a computa-ductible contributions for a tax year up to the
tion of what contributions are needed to pro-due date of your return (plus extensions) for

Employer Contributions  that year. vide definitely determinable benefits to plan
participants. Actuarial assumptions and com- There are certain limits on the contributions
putations are required to figure these contribu- and other annual additions you can makeKinds of Plans  
tions. Thus, you may need continuing profes- each year for plan participants. There are also

There are two basic kinds of Keogh plans, de- sional help to have a defined benefit plan. limits on the amount you can deduct. See De-
fined contribution plans and defined bene- Forfeitures under a defined benefit plan duction Limits, later.
fit plans, and different rules apply to each. cannot be used to increase the benefits any
You can have more than one Keogh plan, but employee would otherwise receive under the Limits on Contributions andyour contributions to all the plans must not ex- plan.  Forfeitures must be used instead to re- Benefits  ceed the overall limits discussed under Contri- duce employer contributions.
butions and Employer Deduction,  later. Your plan must provide that contributions or

benefits cannot exceed certain limits. The lim-Minimum Funding its differ depending on whether your KeoghDefined Contribution Plan  
Requirements  plan is a defined contribution plan or a definedA defined contribution plan provides an indi-

benefit plan.In general, if your Keogh plan is a money-vidual account for each participant in the plan.
purchase pension plan or a defined benefitIt provides benefits to a participant largely
plan, you must actually pay enough into thebased on the amount contributed to that par- Defined contribution plan.  A defined contri-
plan to satisfy the minimum funding stan-ticipant’s account. Benefits are also affected bution plan’s annual contributionsand other
dard for each year. Determining the amountby any income, expenses, gains and losses, additions (excluding earnings) to the account
needed to satisfy the minimum funding stan-and any forfeitures of other accounts that may of a participant cannot exceed the smaller of:
dard is complicated. The determination isbe allocated to an account. A defined contribu-

1) $30,000, orbased on what should be contributed undertion plan can be either a profit-sharing or a
the plan formula using actuarial assumptionsmoney-purchase pension plan. 2) 25% of the participant’s compensation.
and formulas. For information on this funding
requirement, see Internal Revenue Code Sec-Profit-sharing plan.  A profit-sharing plan is a The maximum compensation that can be
tion 412 and the regulations under that sec-plan for sharing employer profits with the firm’s taken into account for this limit is generally
tion. (Most libraries have the Internal Revenueemployees. However, an employer does not $150,000 for plan years beginning in  1994.
Code.) The minimum funding requirements dohave to make contributions for common-law
not apply to profit-sharing plans.employees out of net profits to have a profit- Note:  For employees in a collective bar-

sharing plan. gaining unit covered by a plan for which the
Quarterly installments of required contri-The plan need not provide a definite $150,000 limit is not effective for the plan year
butions.  If your Keogh plan is a defined ben-formula for figuring the profits to be shared. beginning in 1994, the compensation limit is
efit plan subject to the minimum funding re-But, if there is no formula, there must be sys- $242,280.
quirements,  you must make quarter lytematic and substantial contributions.
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Table 4. Key Retirement Plan Rules

Type
of Last Date for Time Limit to Begin
Plan Contribution Maximum Contribution Distributions1

Due date of income tax return Smaller of $2,000 or taxable compensation April 1 of year after year youIRA
(NOT including extensions) reach age 701/2

Due date of employer’s return Smaller of $30,000 or 15%2 of participant’s taxable April 1 of year after year youSEP-–
(Plus extensions) compensation3 reach age 701/2IRA

Due date of employer’s return April 1 of year after year youDefined Contribution PlansKeogh
(plus extensions). (To make reach age 701/2 (unless the
contributions for a year to a participant reached age 701/2Employee Self-Employed Individual
new plan, the plan must be set before 1988, in which case the
up by the last day of the distributions must begin by the

Money Purchase–Smaller of Money Purchase–Smaller ofemployer’s tax year.) year he or she retires)
$30,000 or 25% of employee’s $30,000 or 20% of self-
taxable compensation employed participant’s

taxable compensation4

Profit-Sharing– Smaller of Profit-Sharing– Smaller of
$30,000 or 15% of employee’s $30,000 or 13.0435% of self-
taxable compensation employed participant’s

taxable compensation4

Defined Benefit Plans

Amount needed to provide an annual retirement benefit no larger
than the smaller of $118,800 or 100% of the participant’s
average taxable compensation for his or her highest 3
consecutive years

1 Distributions of at least the required minimum amount must be made each year i
f the entire balance is not distributed.
2 13.0435% of the self-employed participant’s taxable compensation before adjust
ment for this contribution.
3 Contributions are made to each participant’s IRA (SEP-IRA) including that of
 any self-employed participant.
4 Compensation is before adjustment for this contribution.

Defined benefit plan.  For 1994, the annual (or years) before making any contribu- Participants  must report these amounts
benefit for a participant under a defined bene- on the line for Total Pensions and Annuities ontions for that subsequent year (see also
fit plan may not be more than the smaller of: Form 1040 or Form 1040A.Carryover of Excess Contributions, later);

or1) $118,800, or
Employee Contributions  2) 100% of the participant’s average com- 3) Return employee after-tax contributions
Participants may be permitted to make nonde-pensation for his or her highest 3 consec- or elective deferrals (see Employee Con-
ductible contributions to a plan in addition toutive calendar years. tributions and Elective Deferrals (401(k) the employer contributions. Even though

Plans), later). these employee contributions are not deducti-Amounts contributed in excess of these
ble, the earnings on them are tax free until dis-limits (excess annual additions).  A plan

Tax treatment of returned contributions tributed in later years. But seeExcise Tax forcan correct excess annual additions because
Nondeductible (Excess) Contributions, later.or distributed elective deferrals.  The returnof:
Also, these contributions must satisfy the non-of employee after-tax contributions or the dis-

• A reasonable error in estimating a partici- discrimination test of section 401(m) of the In-tribution of elective deferrals to correct excess
pant’s compensation, ternal Revenue Code.annual additions is considered a corrective

• A reasonable error in determining the payment rather than a distribution of accrued
amount of elective deferrals permitted (dis- benefits. The penalties for premature (early) When Contributions Are
cussed later), or distributions and excess distributions do not Considered Made  

apply.• Forfeitures allocated to participants’ You generally apply your Keogh plan contribu-
These disbursements are not wages re-accounts. tions to the year in which you make them. But

portable on Form W–2. You must report you can apply them to the previous year if:
them on a separate Form 1099–R as follows:Correcting excess annual additions.  A

1) You make them by the due date of yourplan can provide for the correction of excess
tax return for the previous year (plus• Report a return of employee contributions incontributions in the following ways:
extensions);boxes 1 and 5. If the disbursement includes

1) Allocate and reallocate the excess to any gain attributable to the contribution, re- 2) The plan was established by the end ofother participants in the plan to the extent port it in box 2a. Enter Code E in box 7. the previous year;of their unused limits for the year; or, if
3) The plan treats the contributions asthese limits are exceeded, • Report a distribution of an elective deferral

though it had received them on the lastin boxes 1 and 2a. Include any gain attribu-2) Hold the excess in a separate account
day of the previous year; andtable to the contribution. Leave box 5 blankand allocate (and reallocate) it to partici-

pants’ accounts in the subsequent year and enter Code E in box 7. 4) Either—
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• You specify in writing to the plan admin- deduction for those contributions is limited. you carry over and deduct may be subject to
istrator or trustee that the contributions the excise tax discussed next.Your deduction cannot exceed the greater of:
apply to the previous year; or • 25% of the participating employees’ com-

• You deduct the contributions on your tax Excise Tax for Nondeductiblepensation for the year, or
return for the previous year. (A partner- (Excess) Contributions • Your contributions to the defined benefitship shows contributions for partners on

plans, but not more than the amount needed If you made contributions in excess of your de-Schedule K (Form 1065)).
to meet the year’s minimum funding stan- duction limit to a retirement plan, you have
dard for any such plans. made nondeductible contributions and you

Employer’s promissory note.  Your promis- may be liable for an excise tax. In general, a
sory note made out to the plan is not a pay- 10% excise tax can apply to nondeductibleFor purposes of this rule, a Simplified Em-ment for purposes of the Keogh deduction. contributions made to qualified pension, profit-ployee Pension (SEP) plan is treated as a sep-Also, issuing this note is a prohibited transac- sharing, stock bonus, or annuity plans, and toarate profit-sharing (defined contribution)tion subject to tax. See Prohibited Transac- simplified employee pension plans (SEPs).plan.tions, later.

Contribution to meet the minimum fundingDeducting ContributionsEmployer Deduction requirements.  If your contribution to meetfor Yourself  Only self-employed persons can deduct con- the minimum funding requirements in a money
When figuring the deduction for contributionstributions to a Keogh plan. purchase pension plan or a defined benefit
made for yourself, compensation is your net plan is more than your earned income from the
earnings from self-employment which takesContributions that must be capitalized. trade or business for which the plan is set up,
into account:You cannot deduct employer contributions to the excess is treated as a deductible contribu-

Keogh plans (or any other expense) that you tion for purposes of the excise tax on nonde-1) The deduction allowed to you for one-half
are required to capitalize (include in the basis ductible contributions. Consequently, suchof the self-employment tax, and
of certain property or in the costs of inventory). contributions are not subject to the 10% ex-

2) The deduction for contributions on behalfFor more information, see section 263A of the cise tax. See Minimum Funding Requirements
of yourself to the plan.Internal Revenue Code and the related earlier in this section. 

regulations.
The adjustment to net earnings in (2)

Reporting the tax.  You must report the taxabove is made indirectly by using a self-em-Deduction Limits  on your nondeductible contributions on Formployed person’s contribution rate. See
The limit on your deduction for your contribu- 5330. Form 5330 includes a computation ofSelf-Employed Person’s Rate Table or Self-
tions to a Keogh plan depends on the kind of the tax. See the separate instructions for com-Employed Person’s Rate Worksheet under
plan you have. pleting the form.Deduction of Contributions for Yourself, ear-

lier, in the Simplified Employee Pension (SEP)Defined contribution plans.  The deduction
section. Elective Deferrals (401 (k)limit for a defined contribution plan depends

Plans)  on whether it is a profit-sharing plan or a
Combination of plans.  The combined de-money-purchase pension plan. Your Keogh plan can include a cash or de-duction of contributions to a combination ofProfit-sharing plan.  Your deduction for ferred arrangement (401(k) plan) under whichplans also applies to contributions you makecontributions to a profit-sharing plan cannot be eligible employees can elect to have you con-as an employer on your own behalf. See De-more than 15% of the compensation from the tribute part of their before-tax pay to the planducting contributions to combination of plans,business paid (or accrued) during the year to rather than receive the pay in cash. (As a par-earlier.the common-law employees participating in ticipant in the plan, you can contribute part of

the plan. You must reduce this 15% limit in fig- your before-tax net earnings from the busi-Where to Deduct on Form 1040  uring the deduction for contributions you make ness.) This amount, called an elective defer-
for your own account. See Deducting Contri- Deduct the contributions for your common- ral (and any earnings on it), remains tax free
butions for Yourself, later. law employees on Schedule C or Schedule F until it is distributed by the plan.

Money-purchase pension plan.  Your (Form 1040), whichever applies to you. In general, a Keogh plan can include a
deduction for contributions to a money- Take the deduction for contributions for 401(k) plan only if the Keogh is:
purchase pension plan is limited to 25% of the yourself on line 27 of Form 1040.

A profit-sharing plan, orcompensation from the business paid (or ac- If you are a partner, the partnership passes
crued) during the year to participating com- its deduction to you for the contributions it A money-purchase pension plan in exis-
mon-law employees. You must reduce this made for you. The partnership will report tence on June 27, 1974, that included a
25% limit in figuring the deduction for contribu- these contributions on Schedule K–1 (Form salary reduction arrangement on that
tions you make for yourself, as discussed 1065). You deduct them by entering the date.
later. amount on line 27 of Form 1040.

As discussed earlier, you can also include aDefined benefit plans.  The deduction for Carryover of Excess similar arrangement under a SEP plan. Seecontributions to a defined benefit plan is based
Salary Reduction Arrangement in the SEPContributions  on actuarial assumptions and computations.
section.If you contribute more into the plans than youConsequently, an actuary must figure your de-

can deduct for the year, you can carry overduction limit.
Restriction on conditions of participation.and deduct the excess in later years, com-
The plan may not require, as a condition ofbined with your deduction for those years.Note:  In figuring the deduction for contribu-
participation, that an employee complete a pe-Your combined deduction in a later year is lim-tions, you cannot take into account any contri-
riod of service beyond the later of age 21 orited to 25% of the participating employees’butions or benefits that exceed the limits dis-
the completion of one year of service.compensation for that year. The limit is 15% ifcussed earlier under Limits on Contributions

you have only profit-sharing plans. Rememberand Benefits.
that these percentage limits must be reduced Matching contributions.  If your plan per-
to figure your maximum deduction for contri-Deducting contributions to combination of mits, you can make additional (matching) con-
butions you make for yourself. See Deductingplans.  If you contribute to both defined contri- tributions for an employee on account of the
Contributions for Yourself, earlier. The excessbution plans and defined benefit plans, your contributions on behalf of the employee under
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Table 5. Carryover of Excess Contributions Illustrated–Profit-Sharing Plan (000’s omitt
ed)
Participants’
share of Excess
required Deductible limit Excess Total contribution
contribution for current year contribution deductible carryover

Participants’ (10 percent of (15 percent of carryover including available at
Year compensation annual profit) compensation) Contribution used* carryovers end of year

1991 . . . . . . . $1,000 $100 $150 $100 $ 0 $100 $ 0
1992 . . . . . . . 400 125 60 125 0 60 65
1993 . . . . . . . 500 50 75 50 25 75 40
1994 . . . . . . . 600 100 90 100 0 90 50

* There were no carryovers from years prior to 1991.

the deferral election just discussed. For exam- Excess withdrawn by April 17.  If the em- 2) any excess total contributions (matching
ple, the plan might provide that you will con- ployee takes out the excess deferral by April contributions, employee contributions,
tribute 50 cents for each dollar your participat- 17, 1995, it is not reported again by including it and any qualified nonelective or elective
ing employees elect to defer under your in the employee’s gross income for 1995. contributions taken into account) deter-
401(k) plan. However, any income earned on the excess mined under the contribution percentage

deferral taken out is taxable in the tax year in test.
which it is taken out. The distribution is notNonelective contributions.  You can, under
subject to the additional 10% tax on prematurea qualified 401(k) plan, also make contribu-
(early) distributions.tions (other than matching contributions) for Distributions  

If the employee takes out part of the ex-your participating employees without giving
Amounts paid to you or other plan participantscess deferral and the income on it, the distri-them the choice to take cash instead.
from your Keogh plan are distributions. Distri-bution is treated as made proportionately from
butions may be nonperiodic, such as a lump-the excess deferral and the income.Partnership.  A partnership can have a 401(k)
sum distribution, or periodic, such as annuityplan.
payments. Also, certain loans may be treated

Excess not withdrawn by April 17.  If the as distributions. See Loans Treated as Distri-
employee does not take out the excess defer-Limit on Elective Deferrals  butions in Publication 575, Pension and Annu-
ral by April 17, the excess, though taxable inThere is a limit on the amount that an em- ity Income (Including Simplified General
1994, is not included in the employee’s costployee can defer each year under these plans. Rule). .  
basis in figuring the taxable amount of anyThis limit applies without regard to community
eventual benefits or distributions under theproperty laws. Your plan must provide that Required Distributions plan. Thus, in effect, an excess deferral left inyour employees may not defer more than the

Your Keogh plan must provide that each par-the plan is taxed twice, once when contributedapplicable limit for a particular year. For 1994,
ticipant will either:and again when distributed. Also, if the entirethe basic limit on elective deferrals is $9,240.

deferral is to your plan and you allow the ex- 1) Receive his or her entire interest in theThis limit is subject to annual increases to re-
cess deferral to stay in the plan, the plan may plan by the required beginning dateflect inflation (as measured by the Consumer
not be a qualified plan. (defined below), orPrice Index). If, in conjunction with other

Also, if the entire deferral is to your planplans, the deferral limit is exceeded, the ex- 2) Begin receiving regular periodic distribu-
and you allow the excess deferral to stay in thecess is included in the employee’s gross in- tions by the required beginning date in
plan, the plan may not be a qualified plan.come. If contributions are also made to a tax- annual amounts calculated to distribute

Even if the employee takes out the excesssheltered annuity (403(b) plan), the limit is in- the participant’s entire interest over his or
deferral by April 17, the amount is consideredcreased to $9,500. her life expectancy or over the joint life
contributed for purposes of satisfying (or not expectancy of the participant and the des-
satisfying) the nondiscrimination requirementsTreatment of contributions.  Your contribu- ignated beneficiary. This is your required
of your plan. See Contributions or benefitstions to a 401(k) plan are generally deductible minimum distribution. Regular periodic
must not discriminate later, under Keogh Planby you and tax free to participating employees distributions can be paid out over a
Qualification Rules.until distributed from the plan. Participating shorter period and in larger amounts, but

employees have a nonforfeitable right to the they cannot be paid out over a longer pe-
Tax on certain excess deferrals.  The lawaccrued benefit resulting from these contribu- riod in smaller amounts. Minimum distri-
provides tests to detect discrimination in ations. Deferrals are included in wages for so- butions must meet the minimum distri-
plan. If tests, such as the deferral percentagecial security, Medicare, and federal unemploy- bution incidental benefit requirement.
test (see section 401(k)(8)(B) (or 408(k)(6)(C)ment (FUTA) tax purposes. For more information on this and other
in the case of salary reduction SEPs)) and the distribution requirements, get Publication
contribution percentage test (see sectionReporting on Form W–2.  You must report 575.
401(m)(6)(B)) show that contributions forthe total amount deferred in boxes 3, 5, and 13
highly-compensated employees exceed theof your employee’s Form W–2, Wage and Tax The minimum distribution rules apply individu-
test limits for such contributions, you mayStatement. See the Form W–2 instructions. ally to each Keogh plan. You cannot satisfy
have to pay a 10% tax. Report the tax on Form the requirement for one plan by taking a distri-
5330.Treatment of Excess Deferrals  bution from another. These rules may be in-

The tax for the year is equal to 10% of the corporated in the plan by reference. The planIf the total of an employee’s deferrals exceeds
sum of the following for the plan year ending in must provide that these rules override any in-the limit for 1994, the employee can have the
your tax year: consistent distribution options previouslyexcess deferral paid out of any of the plans

offered.that permit these distributions. He or she must 1) any excess contributions (matching con-
tell each plan by March 1, 1995, the amount to tributions, employee contributions, and
be paid from that particular plan. The plan any qualified nonelective or elective con- Required beginning date.  Generally, each
must then pay the employee that amount by tributions) determined under the applica- participant must begin to receive distributions
April 17, 1995. ble deferral percentage test, and of benefits from the plan by no later than April
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1 of the year following the calendar year in • A required distribution. See Required Distri- • Made to a beneficiary (or to the estate of the
which the participant reaches age 701/2. How- employee) on or after the death of thebutions, earlier.
ever, if the participant reached that age before employee.• An annual (or more frequent) payment
1988, generally he or she need not begin re- • Due to the employee having a qualifyingunder a long-term (10 years or more) annu-
ceiving distributions until April 1 following the disability.ity contract or as part of a similar long-term
calendar year in which he or she retires.

series of substantially equal periodic • Part of a series of substantially equal peri-
distributions. odic payments, beginning after separationDistributions From 401(k) Plans from service, made at least annually for the• The portion of a distribution that represents

Generally, a distribution may not be made until life or life expectancy of the employee or thethe return of an employee’s nondeductiblethe employee: joint lives or life expectancies of the em-contributions to the plan. See Employee
ployee and his or her designated benefici-Retires Contributions, earlier.
ary.  (The payments under this exception,

Dies, • A distribution such as a return of excess except in the case of death or disability,
contributions or deferrals under a 401(k)Becomes disabled, or must continue for at least 5 years or until the
plan. See Correcting excess annual addi- employee reaches age 591/2, whichever isOtherwise separates from service. tions, earlier, under Limits on Contributions the longer period.)
and Benefits.

• Made to an employee after separation fromAlso, a distribution may be made if the plan
service, if the separation occurred during orends without establishing a successor plan. In
after the calendar year in which the em-the case of a 401(k) plan that is part of a profit- Withholding Requirements ployee reached age 55.sharing plan, a distribution may be made if the

If, during a year, you take from your employ-employee reaches age 591/2 or suffers financial • Made to an alternate payee under a quali-
er’s qualified retirement plan one or more eli-hardship. fied domestic relations order (QDRO). (Agible rollover distributions (discussed ear-

QDRO is defined in Publication 575.)
lier under Tax Treatment of Distributions ) thatNote:  Some of the above distributions

• Made to an employee for medical care toare reasonably expected to total more thanmay be subject to the tax on premature distri-
the extent that the distribution does not ex-$200, the payor is required to withhold (forbutions discussed later.
ceed the amount allowable as a medical ex-Federal income tax) 20% of the taxable part of
pense deduction (determined without re-each amount designated for distribution.

Hardship distribution.  For the rules on hard- gard to whether the employee itemizes
ship distributions, including the limits on them, deductions).Exceptions to the 20% withholding require-
see Treasury Regulations 1.401(k)-1(d)(2). ment.  If, instead of having a distribution paid • Timely made to reduce excess contributions

to you, you choose to have the plan pay it di- under a 401(k) plan.
Qual i f ied domestic relat ions order rectly to an IRA or another eligible retirement • Timely made to reduce excess employee or(QDRO).  These distribution restrictions do not plan (a direct rollover), no withholding is matching employer contributions (excessapply if the distribution is to an alternate payee required. aggregate contributions).under the terms of a QDRO. A QDRO is de- Or, if you receive a distribution that is not
fined in Publication 575. • Timely made to reduce excess electiveeligible for rollover treatment (see the list in

deferrals.the definition of an eligible rollover distribution,
earlier), the 20% withholding requirementTax Treatment of

Reporting the tax.  To report this tax on earlydoes not apply. Other withholding rules applyDistributions  distributions, file Form 5329. See the form in-to such long-term periodic distributions and
Distributions from your Keogh plan minus a structions for additional information about thisrequired distributions (periodic or nonperi-
prorated part of your cost basis are subject to tax.odic), but you can still choose not to have tax
income tax  in the year they are distributed to withheld from these distributions. If you do not
you. Since most recipients have no cost basis, Tax on Excess Benefits make this choice:
a distribution is generally fully taxable. An ex- If you are, or have been, a 5% owner of the

For these distributions that are periodic,ception is a distribution that is properly rolled business maintaining the plan, amounts you
withholding is based on their treatmentover as discussed next under Rollover. receive at any age that exceed the benefits
as wages, andThe tax treatment of the distributions you provided for you under the plan formula are

receive depends on whether they are made For these distributions that are nonperi- subject to an additional tax. This tax also ap-
periodically over several years or life (annuity odic, 10% of the taxable part is plies to amounts received by your successor.
payments), or are nonperiodic distribution- withheld. The tax is 10% of the excess benefit that is in-
s.See Taxation of Periodic Payments or Taxa- cludible in income.
tion of Nonperiodic Payments in Publication

Estimated tax payments.  If no income tax is575 for a detailed description of how distribu- Special averaging.  The amount subject towithheld, or not enough tax is withheld, the re-tions are taxed including the special averaging the tax is not eligible for the special averagingcipient of a distribution may have to make esti-or capital gains treatment of a lump-sum treatment that might otherwise apply to the or-mated tax payments. For more information,distribution. dinary income part of the distribution. The spe-see Withholding Tax and Estimated Tax in
cial averaging treatment is discussed under 5-Publication 575.

Rollover or 10-Year Tax Option in Publication 575.
If you receive an eligible rollover distribu- Tax on Premature (Early)
tion from a Keogh plan, you can defer the tax 5% owner.  For purposes of this tax, you are aDistributions on it by rolling it over into an IRA or another eli- 5% owner if you own more than 5% of the cap-

If a distribution is made to you from the plangible retirement plan. See Rollovers in Publi- ital or profits interest in the employer. You are
before you reach age 591/2, you may have tocations 575 and 590. also a 5% owner if you were a 5% owner at
pay a 10% additional tax on the premature dis- any time during the 5 plan years immediately
tribution. This tax applies to the amount re- before the plan year that ends within the taxEligible rollover distribution.  This is a distri-
ceived that you must include in your income. year in which you receive the distribution.bution of all (such as a lump-sum distribution)

or any part of an employee’s balance in a qual-
Exceptions.  The 10% tax will not apply if dis-ified retirement plan (such as a Keogh plan) Reporting the tax.  Include on Form 1040,
tributions before age 591/2 are:that is not: line 53, any tax you owe for an excess benefit.
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On the dotted line next to the total, write ‘‘Sec- 3) The receiving of consideration by a fiduci- can without putting the plan in a worse finan-
tion 72(m)(5)’’and write in the amount. cial position than if you had acted under theary for his or her own account from a

highest fiduciary standards.party that is dealing with the plan in a
100% tax for failure to correct.  Thetransaction that involves plan income orOther Taxes 

100% tax is charged if you do not correct theassets; orIn addition to the taxes just discussed, other
transaction during the taxable period. It istaxes may be imposed on you for receiving ex- 4) Any of the following acts between the plan
based on the highest fair market value, duringcess distributions or for not having the re- and a disqualified person:
the taxable period, of the amount involved.quired minimum amount distributed to you

• Selling, exchanging, or leasing property, Correction period.  If the prohibited trans-(Excess accumulation). For information on
action is not corrected during the taxable pe-these, see Tax on Excess Distributions, and • Lending money, extending credit, or
riod, you usually have an additional 90 daysTax on Excess Accumulation in Publication • Furnishing goods, services, or facilities. after the day the IRS mails a notice of defi-575.
ciency for the 100% tax to correct the transac-

Loans to owner-employee.  A loan from a tion. This correction period (the taxable periodExcise Tax on Reversion of Plan Keogh plan to a self-employed individual is a plus the 90 days) can be extended if:Assets. prohibited transaction and, as such, is sub- • IRS grants a reasonable time needed to cor-A 20% or 50% excise tax is generally imposed ject to certain additional taxes, as discussed rect the transaction, oron a reversion of qualified plan assets to an later, under Tax on Prohibited Transactions.
employer upon plan termination. If you owe • You petition the Tax Court.
this tax, report it in Part X of Form 5330. See Exemption for plan participants and bene-
the Form 5330 instructions for more informa- If you correct the transaction within this period,ficiaries.  A prohibited transaction does not
tion. IRS will abate, credit, or refund the 100% tax.take place if you are a disqualified person and

receive any benefit to which you are entitled
as a plan participant or beneficiary. However,Prohibited Transactions  Reporting Requirements  
the benefit must be figured and paid under theCertain transactions (listed below) between As the Keogh plan administrator or the em-
same terms as for all other participants andthe plan and a disqualified person are prohi- ployer, you may have to file an annual return/
beneficiaries.bited. An excise tax is charged on these trans- report form by the last day of the 7th month fol-

actions. If you are a disqualified person who lowing the end of the plan year. See the follow-
takes part in a prohibited transaction, you Tax on Prohibited Transactions  ing list of forms to choose the right form for
must pay the tax. your plan.The tax on a prohibited transaction is 5% of

the amount involved for each year (or part of 1) Form 5500–EZ. If your plan is a one-par-
Disqualified person.  You are a disqualified a year) in the taxable period. If the transac- ticipant pension benefit plan and meets
person if you are: tion is not corrected within the taxable period, the other 4 conditions listed under Who

an additional tax of 100% of the amount in-1) The employer of participants in the plan, May File Form 5500-EZ in the form in-
volved is imposed. Both taxes are payable by structions, you can file Form 5500–EZ.2) A 10% (or more) partner in a partnership
any disqualified person who participated in the Your plan is a one-participant plan ifhaving the plan, or
transaction (other than a fiduciary acting only as of the first day of the plan year for

3) A fiduciary of the plan. as such). If more than one person takes part in which the form is filed, either:
the transaction, each person can be jointly

a) The plan covers only you (or you andand severally liable for the entire tax.
your spouse) and you (or you and yourDisqualified persons  also include:
spouse) own the entire business. (The1) Highly compensated employees (earning Amount involved.  The amount involved in a business may be incorporated or unin-10% or more of the employer’s yearly prohibited transaction is the greater of: corporated.), orwages),

• The money and fair market value of any b) The plan covers one or more partners2) Employee organizations, any of whose property given, or (or partner(s) and spouse(s)) in a busi-members are covered by the plan, and
ness partnership.• The money and fair market value of any

3) Persons providing services to the plan. See the filled-in copy of Form 5500–EZ nearproperty received.
the end of this publication.

Related disqualified persons.  If you are You do not have to file Form 5500–EZ (orServices.  If services are performed, the
a disqualified person, the following are also Forms 5500 or 5500-CR), if you meet the 5amount involved is any excess compensation
disqualified persons: conditions discussed above, andgiven or received.
1) Members of your family (spouse, ances- a) You have a one-participant plan with

tors, direct descendants, and any spouse Taxable period.  The taxable period starts on total plan assets of $100,000 or less at
of a direct descendant), the transaction date and ends on the earliest the end of the at the end of the plan

of the following: year, or2) Corporations, partnerships, trusts, or es-
tates in which you own, directly or indi- b) You have two or more one-participant• The day IRS mails a notice of deficiency for
rectly, at least half the: plans that together have total plan as-the tax,

sets of $100,000 or less at the end of• Total voting stock or the value of all • The day IRS assesses the tax, or
the plan year.stock of the corporation,

• The day you finish correcting the However, All one-participant plans must file a• Capital interest or profit interest of the
transaction. Form 5500–EZ for their final plan year, even ifpartnership, or

the total plan assets have always been less
• Beneficial interest of the trust or estate, than $100,000. The final plan year is the yearPayment of the 5% tax.  Pay the 5% tax with

in which distribution of all plan assets isForm 5330.
Prohibited transactions  include: completed.
1) A transfer of plan income or assets to, or Correcting prohibited transactions.  If you 2) Form 5500-C/R. Unless otherwise ex-

use of them by or for the benefit of, a dis- are a disqualified person who participated in a empted, file Form 5500–C/R if your plan
qualified person; prohibited transaction, you can minimize the has fewer than 100 participants at the

tax by correcting it as soon as possible. Cor-2) Dealing with plan income or assets by a start of the plan year, or if your one–par-
recting it means undoing it as much as youfiduciary in his or her own interest; ticipant plan does not meet the conditions
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outlined in the instructions for Form However, contributions or benefits providedKeogh Plan Qualification
by the leasing organization for services per-5500–EZ.

Rules  formed for the recipient of the services are3) Form 5500. If your plan has 100 or more
treated as provided by the recipient.To qualify for the tax benefits available to qual-participants at the start of the plan year,

Leased employee defined.  A leased em-ified plans, a Keogh plan must meet certain re-you must file Form 5500.
ployee is a person who is not the common-lawquirements (qualification rules) of the tax law.

4) Schedule A (FORM 5500). If any plan employee of a recipient and who:Generally, unless you write your own plan, the
benefits are provided by an insurance financial institution that provided your plan will 1) Provides services to the recipient undercompany, insurance service, or similar or- take the continuing responsibility for meeting an agreement between the recipient andganization, complete and attach Sched- qualification requirements that are subse- a leasing organization,ule A (Form 5500), Insurance Information quently changed. The following is a brief over- 2) Has performed services for the recipientto Form 5500 or Form 5500–C/R. Sched-

view of important qualification rules that have (or for the recipient and related persons)ule A is not needed for a plan that covers
not yet been discussed. It is not intended to substantially full time for at least one year,only:
be all-inclusive. See Setting Up a Keogh Plan, and

• An individual or an individual and spouse earlier.
3) Provides services of a type historicallywho wholly own the trade or business,

performed, in the business field of the re-whether incorporated or unincorporated, Plan assets must not be diverted.  Your plan cipient, by employees.or must make it impossible for its assets to be
• Partners in a partnership or the partners used for, or diverted to, purposes other than Safe harbor exception.  A leased em-

and their spouses. for the benefit of employees and their benefi- ployee is not treated as the employee of the
ciaries. As a general rule, therefore, the as-5) Schedule B (Form 5500). For most de- recipient of the services if the employee is cov-
sets cannot be diverted to the employer. fined benefit plans, complete and attach ered by the leasing organization under its

Schedule B (Form 5500), Actuarial Infor- qualified pension plan, and leased employees
Minimum coverage requirements must bemation, to Form 5500, Form 5500–C/R, are not more than 20% of the recipient’s
met.  A qualified plan must benefit at least theor Form 5500–EZ. nonhighly-compensated work force. The leas-

ing organization’s plan must be a money-fewer of 50 employees or 40% of all employ-6) Schedule P (Form 5500), Annual Return
purchase pension plan providing:ees. of Fiduciary of Employee Benefit Trust, is

used by a fiduciary (trustee or custodian) • Immediate participation,
Contributions or benefits must not dis-of a trust described in section 401(a) of • Full and immediate vesting, andcriminate.  Under the plan, contributions orthe Internal Revenue Code or a custodial

• A nonintegrated employer contribution ratebenefits to be provided must not discriminateaccount described in section 401(f) to
of at least 10% of compensation for eachin favor of highly-compensated employees.protect it under the statute of limitations
participant.provided in section 6501(a). The filing of a See also Top-heavy plan requirements, later,

completed Schedule P by the fiduciary under Special Rules for Plans Covering
However, if the leased employee is consid-satisfies the annual filing requirement, Owner-Employees.
ered a common-law employee of the recipient,under section 6033(a), for the trust or
that employee will be the recipient’s employeecustodial account created as part of a Ke- Contribution and benefit limits must not be
for all purposes, regardless of any pensionogh plan. This filing starts the running of exceeded.  Your plan must not provide for
plan of the leasing organization. the 3-year limitation period that applies to contributions or benefits that exceed certain

the trust or custodial account. For this limits. The limits apply to the annual contribu-
Benefit payments must begin when re-protection, the trust or custodial account tions and other additions to the account of a quired.  Your plan must provide that, unlessmust qualify under section 401(a) and be participant in a defined contribution plan, and the participant chooses otherwise, the pay-exempt from tax under section 501(a).

to the annual benefit payable to a participant in ment of benefits to the participant must beginThe fiduciary should file, under section
a benefit plan. These limits were discussed within 60 days after the close of the latest of:6033(a), a Schedule P as an attachment
earlier under Contributions. to Form 5500, 5500–C/R, or Form 5500– 1) The plan year in which the participant

EZ for the plan year in which the trust reaches the earlier of age 65 or the nor-Minimum vesting standards must be met.year ends. The fiduciary cannot file mal retirement age,
Your plan must satisfy certain requirementsSchedule P separately. Refer to the

2) The plan year in which the 10th anniver-regarding when benefits vest. A benefit isSchedule P instructions for more
sary of the year in which the participantvested (you have a fixed right to it) when it be-information.
came under the plan occurs, orcomes nonforfeitable. A benefit is nonforfeit-

7) Schedule SSA (Form 5500). For certain able if it cannot be lost upon the happening, or 3) The plan year in which the participantseparated participants, attach Schedule
failure to happen, of any event. separated from service.SSA (Form 5500), Annual Registration

Statement Identifying Separated Partici-
Leased employees.  A leased employee, de- Early retirement.  Your plan can providepants with Deferred Vested Benefits, to

for payment of retirement benefits before thefined below, who performs services for anyForm 5500 or Form 5500–C/R. See the
normal retirement age. If your plan offers anperson (recipient of the services) is treated asinstructions for Schedule SSA.
early retirement benefit, a participant who sep-an employee of the recipient of the services for

8) Form 5310. If you terminate your plan arates from service before satisfying the earlycertain plan qualification requirements. These
and are the plan sponsor or plan adminis- retirement age requirement becomes entitledrequirements include:
trator, you may file Form 5310, Applica- to that benefit if he or she:

• Nondiscrimination in coverage, contribu-tion for Determination Upon Termination.
• Satisfied the service requirement for theYour application must be accompanied tions, and benefits,

early retirement benefit, andby the appropriate user fee and Form
• Minimum age and service requirements,8717, User Fee for Employee Plan Deter- • Separated from service with a nonforfeitable

mination Letter Request. • Vesting, right to an accrued benefit. The benefit,
which may be actuarially reduced, is paya-

• Limits on contributions and benefits, and ble when the early retirement age require-For more information about reporting require-
ment is met.• Top-heavy plan requirements.ments, see the forms and their instructions.
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Exception for domestic relations or- business, all of the plans of the controlled
ders.  Compliance with a judgment, decree, or trades or businesses must be considered to-Survivor benefits.  Defined benefit and cer-

tain money-purchase pension plans must pro- order relating to child support, alimony pay- gether as a single plan to determine whether
vide automatic survivor benefits in the form of: ments, or marital property rights under a state they qualify. The qualification requirements in-

domestic relations law that meets certain re- clude the special requirements that apply to1) A qualified joint and survivor annuity for a
quirements (a qualified domestic relations or- plans benefiting owner-employees.vested participant who does not die
der) does not result in a prohibited assignment Control.  An owner-employee, or a groupbefore the annuity starting date.
or alienation of benefits. of owner-employees, is considered to control2) A qualified pre-retirement survivor annu-

Payments to an alternate payee under a a trade or business if the owner-employee, ority for a vested participant who dies
qualified domestic relations order before the the group together:before the annuity starting date and who
participant attains age 591/2 are not subject tohas a surviving spouse.
the 10% additional tax that would otherwise 1) Owns the entire interest in the trade or
apply under certain circumstances. The inter-The automatic survivor benefit also applies business, or
est of the alternate payee is not taken into ac-to any participant under a profit-sharing plan
count in determining whether a distribution tounless: 2) For a partnership, owns more than 50%the participant is a lump-sum distribution. Ben-

1) The participant does not choose benefits of either the capital interest or the profitsefits distributed to an alternate payee under a
in the form of a life annuity, interest in the partnership.qualified domestic relations order can be

2) The plan pays the full vested account bal- rolled over, tax free, to an individual retirement
ance to the participant’s surviving spouse account or to an individual retirement annuity.

Top-heavy plan requirements.  A top-heavy(or other beneficiary if the surviving
plan is one that mainly favors partners, self-spouse consents or if there is no surviving
employed persons, and other key employees.spouse) if the participant dies, and There must be no benefit reduction for so-
Additional requirements apply to a top-heavycial security increases.  Your plan must not3) The plan is not a direct or indirect trans-
plan. Moreover, most qualified plans, whetherpermit a benefit reduction for a post-separa-feree of a plan required to provide auto-
or not top-heavy, must contain provisions thattion increase in the social security benefit levelmatic survivor benefits.
meet the top-heavy requirements and that willor wage base for any participant or beneficiary
take effect in plan years in which the plans arewho is receiving benefits under your plan, orIf survivor benefits are required for a spouse
top-heavy. These special qualification require-who is separated from service and has nonfor-under a plan, he or she must consent to a loan
ments for top-heavy plans are set forth in In-feitable rights to benefits. This rule also ap-that uses as security the accrued benefits in
ternal Revenue Code section 416 and its un-plies to plans supplementing the benefits pro-the plan.
derlying regulations.vided by other federal or state laws.

Consolidation, merger, or transfer of as-
sets or liabilities.  Your plan must provide

Elective deferrals must be limited.  If yourthat, in the case of any merger or consolida- Form 5500–EZ Example  plan provides for elective deferrals, it musttion with, or transfer of assets or liabilities to,
limit those deferrals to the amount in effect forany other plan, each participant would (if the John Jones is in business for himself as the Jthat particular year. See Limit on Elective De-plan then terminated) receive a benefit equal

& J Repair Service. His wife, Beth, also worksferrals, earlier.   to or more than the benefit he or she would
in the business. He has no other employees.have been entitled to just before the merger,
The business has a prototype Keogh money-etc. (if the plan had then terminated).
purchase pension plan adopted in 1984 withSpecial Rules for Plans Covering
an effective date of January 1, 1984. This isBenefits must not be assigned or alien- Owner-Employees  
John’s only pension plan.ated.  Your plan must provide that its benefits

Contributions to the pension plan for 1994Plans that cover an owner-employee (self-em-cannot be assigned or alienated.
were $10,000. The income earned by the planException for certain loans.  A loan from ployed individual, including a more than 10%
for 1994 was $10,500. The bank chargedthe plan (not from a third party) to a participant par tner ) ,  mus t  meet  ce r ta in  spec ia l
John’s plan a $10 maintenance fee for 1994.or beneficiary is not treated as an assignment requirements.
The total assets of the plan at the end of 1994or alienation if the loan is secured by the par-
were $162,200.ticipant’s accrued nonforfeitable benefit and is

John completes and files Form 5500–EZPlans must be combined.  If an owner-em-exempt from the tax on prohibited transac-
for 1994 as shown in the following example ofployee controls, or a group of owner-employ-tions, or would have been exempt if the partici-
a filled-in Form 5500–EZ.ees together control, more than one trade orpant were a disqualified person.
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a) Commissions and tips, working for his or her father or mother) may beGlossary
considered self-employed for purposes of set-b) Fringe benefits, andThe definitions in this glossary are the
ting up a Keogh plan. A fisherman qualifies ifmeanings of the terms as used in this publica- c) Bonuses. he or she serves on a fishing boat under an ar-tion. The same term used in another publica-
rangement providing pay in the form of a sharetion may have a slightly different meaning. The definition of compensation generally can- of the boat’s catch, or a share of the proceeds

not include:Annual addition:  Annual addition is the total from the sale of the catch. The share must de-
in a year of all employer contributions, em- pend on the amount of the boat’s catch. The• Reimbursements or other expense al-
ployee contributions (not including rollovers), fisherman receiving the share must not re-lowances (unless paid under a nonaccount-
and forfeitures. ceive any remuneration in cash other than theable plan), or

proceeds from the sale of his or her share.Annual benefit:  Annual benefit means, in • Deferred compensation (either amounts go-
Also, the operating crew of the boat (or eachgeneral, a benefit to be paid yearly in the form ing in or amounts coming out).
boat if the operation involves more than oneof a straight-life annuity (with no extra bene-
boat) must normally be made up of fewer thanfits) under a plan to which employees do not Other options. In figuring the compensation
10 persons.contribute and under which no rollover contri- of a common-law employee, you may treat

butions are made. one of the following as the employee’s Master plan:  A master plan has a single trust
Business:  A business is an activity in which compensation. or custodial account. If you adopt a master
profit motive is present and some type of eco- plan, you use the single trust or custodial ac-1) The employee’s wages as defined for in-
nomic activity must be involved. Service as a count along with the other employers adoptingcome tax withholding purposes, or
newspaper carrier under age 18 is not a busi- the plan.2) The employee’s wages that you report inness, but service as a newspaper dealer is.

Box 1 of Form W–2, Wage and TaxService as a sharecropper under an owner- Net earnings from self-employment:  For
Statement.tenant arrangement is a business. Service as SEP and Keogh plan purposes, these earn-

a public official is not. ings are a self-employed person’s gross in-
Self-employed person. For the self-em- come from a business, taking into account al-Common-law employee:  A common-law

ployed person, compensation means the lowable deduct ions for that business.employee is a person who performs services
earned income, as discussed later, of suchfor an employer who has the right to control Allowable deductions include contributions to
person.and direct both the results of the work and the SEP and Keogh plans for common-law em-

way in which it is done. For example, the Contribution:  A contribution is an amount an ployees. Earnings from self-employment do
employer: employer pays into a plan for the benefit of all not include items that are excluded from gross

those (including the self-employed person) income (or their related deductions) other than• Provides the employee’s tools, materials,
participating in the plan. Limits apply to how foreign earned income and foreign housingand workplace, and
much, under the contribution formula of the cost amounts. For purposes of the deduction

• Can fire the employee. plan, may be contributed each year for a limits, earned income is net earnings for per-
participant. sonal services actually rendered to the busi-For Keogh plan purposes, common-law

ness. You take into account the income taxDeduction:  A deduction is the amount of planemployees are not self-employed with respect
deduction allowed for one-half of the self-em-contributions an employer takes on an incometo income from their work, even if that income
ployment tax and the deduction for contribu-tax return as a subtraction from gross income.is self-employment income for social security
tions to a qualified plan made on your behalfLimits apply to the amount deductible.tax purposes. Thus, such common-law em-
when figuring net earnings. Net earnings in-ployees as ministers, members of religious or- Earned income:  Earned income for Keogh
clude a partner’s distributive share of partner-ders, full-time insurance salespeople, and plan purposes is net earnings from self-em-
ship income or loss (other than separatelyU.S. citizens employed in the United States by ployment (defined below) from a business in
stated items such as capital gains and losses.)foreign governments cannot establish Keogh which your services materially helped to pro-
Guaranteed payments to limited partnersplans with respect to their earnings from those duce the income.
qualify as net earnings from self-employmentemployments. You can have earned income from prop-
if they are paid for services to or for the part-However, a common-law employee can be erty that your personal efforts helped create,
nership. Distributions of other income or lossself-employed as well. For example, an attor- such as books or inventions on which you earn
to limited partners do not qualify.ney can be a corporate common-law em- royalties. Earned income includes net earn-

ployee during regular working hours and also ings from selling or otherwise disposing of the
Partner:  An individual who shares ownershippractice law in the evening as a self-employed property, but it does not include capital gains.
of an unincorporated trade or business withperson. In another example, a minister em- It includes income from licensing the use of
one or more personsployed by a congregation for a salary is a com- property other than goodwill.

mon-law employee even though the salary is Earned income does not include interest Prototype plan:  This is a plan with separate
treated as self-employment income for social income. trusts or custodial accounts for each employer
security tax purposes. However, fees reported If you have more than one business, but who adopts the plan.on Schedule C (Form 1040) for performing only one has a retirement plan, only the
marriages, baptisms, and other personal ser- earned income from that business is consid- Self-employed individual:  An individual in
vices are self-employment earnings for Keogh ered for that plan. business for himself or herself is self-em-
plan purposes. ployed. Sole proprietors and partners are self-Employee:  For retirement plan purposes, the
Compensation:  In general, compensation employed. Self-employment can include part-term ‘‘employee’’ generally includes a self-em-
means the pay a participant received from an time work.ployed person as well as a common-law em-
employer for personal services for a year. An Not everyone who has net earnings fromployee.  I t  may a lso inc lude a leased
employer can generally define compensation self-employment for social security tax pur-employee.
as including: poses is self-employed for Keogh plan pur-Employer:  A sole proprietor is his or her own

poses. See Common-law employee, earlier.• Wages and salaries, employer for Keogh plan purposes, and a
Also see Net earnings from self-employment.partnership employs each partner. A partner is• Fees for professional services, and

not an employer for Keogh plan purposes. Sole proprietor:  An individual in business for• Other amounts received (cash or noncash)
himself or herself and who is the only owner offor personal services actually rendered by Fishermen treated as self-employed:  A

an employee, including, but not limited to: fisherman (other than a child under age 18 the unincorporated trade or business.
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