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ity payment, D’s investment in the con-
tract is $29,000 (the after-tax contribu-
tions to the plan minus the $2,000 portion
of the single-sum payment representing
the recovery of D’s investment in the con-
tract).  The expected number of monthly
payments for two annuitants whose com-
bined ages are 114 is 360.  The tax-free
portion of each $1,500 monthly annuity
payment to D is $80.56, determined by di-
viding D’s investment ($29,000) by the
expected number of payments (360).

$29,000 investment = $80.56 return of
360 monthly payments investment per month

Upon D’s death, if D has not recovered
the full $29,000 investment, D’s spouse
will also exclude $80.56 from each $750
monthly annuity payment.

Any annuity payments received after
the 360 monthly payments have been
made will be fully includible in gross in-
come.  If D and D’s spouse die before 360
monthly payments have been made, a de-
duction is allowed for the last income tax

return in the amount of the unrecovered
investment.

IV.  Effective Date

The simplified method described in this
notice is generally effective for annuities
with annuity starting dates after Novem-
ber 18, 1996.  For annuity starting dates
after December 31, 1997, if the annuity is
payable based on the lives of more than
one individual, the simplified method
based on the combined ages of the annui-
tants is to be used.

V. Transition Rule

Some payors and distributees may have
continued to use the law in effect prior to
SBJPA (including the safe-harbor method
contained in Notice 88–118) for annuity
starting dates after November 18, 1996
and before January 1, 1997.  This notice
contains a transition rule for these payors
and distributees.

Under this transition rule, for annuities
with annuity starting dates after Novem-
ber 18, 1996 and before January 1, 1997,
the law in effect prior to SBJPA (includ-
ing the methodology contained in Notice

88–118) may be used to determine the
taxable and tax-free portions of annuity
payments received in 1996 and 1997.  Ac-
cordingly, under this transition rule, pay-
ors are not to re-issue Forms 1099-R for
1996 (and 1997, if applicable), and dis-
tributees are not to file amended income
tax returns for 1996 (and 1997, if applica-
ble), solely because they failed to take
into account the changes to § 72(d) of the
Code made by SBJPA.

However, under this transition rule, a
payor who reports the taxable portion of an-
nuity payments on Form 1099-R must de-
termine the taxable and tax-free portion of
annuity payments using the transition
method described below.  The transition
method must be applied to annuity pay-
ments made on and after January 1, 1998.
However, payors may choose to apply the
transition method for annuity payments
made on an earlier date (for example, pay-
ments made on and after January 1, 1997).
Under the transition method, the tax-free
portion of each annuity payment made on

and after the transition date is determined by
dividing the remaining investment in the
contract by the remaining number of ex-
pected payments.  The remaining invest-
ment in the contract is the distributee’s orig-
inal investment in the contract as of the
annuity starting date, minus the amount of
the investment in the contract treated as re-
covered after the annuity starting date and
prior to the transition date.  The remaining
number of expected monthly payments is
the total number of expected monthly pay-
ments as of the annuity starting date (as de-
termined by the table in section III(C)(1) of
this notice) minus the number of payments
made prior to the transition date.  Where the
payor does not report the taxable portion of
annuity payments on Form 1099-R, a dis-
tributee who uses the transition rule must
determine the taxable and tax-free portions
of annuity payments using the transition
method described in this paragraph.

(i)  Example of Transition Rule

Assume the same facts as in Example 1
except that A’s annuity starting date is De-
cember 1, 1996.  The tax-free portion of
each $1,000 monthly annuity payment to

A was determined under Notice 88-118.
This tax-free portion was $108.33, calcu-
lated as follows.

$26,000 investment = $108.33 return of
240 monthly payments investment

The $108.33 was treated as tax-free for
the 1996 return.  Under the transition rule,
this treatment for 1996 is allowed.  How-
ever, the taxable and tax-free portions
must be redetermined using the transition
method with a transition date of January
1, 1998, or earlier.

Assume that A uses January 1, 1997 as
the transition date.  For annuity payments
received after December 31, 1996, deter-
mine the tax-free portion of each $1,000
annuity payment by dividing the remain-
ing investment in the contract by the re-
maining number of expected payments as
of the transition date, determined in accor-
dance with § 72(d) and this notice.  Ac-
cordingly, the tax-free portion of each
$1,000 payment received in 1997 and later
years is $99.97, determined as follows.

Under this method, the total amount of
annuity payments that is tax-free is $26,000.

VI.  Effect on Other Documents

Notice 88–118 is obsoleted.

Drafting 1`

The principal author of this notice is
Todd Newman of the Employee Plans Di-
vision.  For further information please con-
tact the Employee Plans Division’s tax-
payer assistance telephone service between
the hours of 2:30 p.m. and 3:30 p.m. East-
ern time, Monday through Thursday on
(202) 622-6076 (not a toll-free call).  Mr.
Newman’s telephone number is (202) 622-
6262 (also not a toll-free call).

SIMPLE IRA Plan Guidance

Notice 98–4

PURPOSE

This notice modifies and supersedes
Notice 97–6, 1997–2 I.R.B. 26, relating to
SIMPLE IRA Plans described in § 408(p)

25,891.67 ($26,000 minus $108.33) = $99.97 return of   
259 payments (260 minus 1) investment
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of the Internal Revenue Code.  The ques-
tions and answers contained in this notice
reflect technical corrections made by the
Taxpayer Relief Act of 1997, Pub. L.
105–34 (“TRA 97”).  This notice also
amends the answers to certain questions
in Notice 97–6 in order to reflect the is-
suance of Form 5304-SIMPLE (Not Sub-
ject to the Designated Financial Institu-
tion Rules) and provides a transition
period for the use of Form 5305-SIMPLE
(for Use With a Designated Financial In-
stitution) for a SIMPLE IRA Plan that
does not use a designated financial insti-
tution.

BACKGROUND

Section 1421 of the Small Business Job
Protection Act of 1996, Pub. L. 104–188
(“SBJPA”) established a simplified tax-
favored retirement plan for small employ-
ers (a “SIMPLE IRA Plan”) under
§ 408(p) of the Code.  Contributions
under a SIMPLE IRA Plan are made to in-
dividual retirement accounts or annuities
(“SIMPLE IRAs”) that are established
pursuant to the SIMPLE IRA Plan
adopted by the employer.

Section 1601(d)(1) of TRA 97
amended § 1421 of SBJPA, making tech-
nical changes to the statutory require-
ments for SIMPLE IRA Plans.

Notice 97–6 was issued on December
23, 1996, and provided guidance, in the
form of questions and answers, on SIM-
PLE IRA Plans.

On October 31, 1996, the Internal Rev-
enue Service issued Form 5305-SIMPLE,
a model form that may be used by an em-
ployer to establish a SIMPLE IRA Plan
with a designated financial institution,
and on December 30, 1996, the Service
issued 5304-SIMPLE, a model form that
may be used by an employer to establish a
SIMPLE IRA Plan without using a desig-
nated financial institution.  Notice 97–6
contained instructions for modifying
Form 5305-SIMPLE for an employer that
did not want to use a designated financial
institution but that wanted to use a Ser-
vice-approved model form to establish a
SIMPLE IRA Plan.  Form 5304-SIMPLE
is now available for this purpose.

On November 25, 1997, the Depart-
ment of Labor (“DOL”) issued a final
rule, consistent with the statements in
Q&A G–5 of Notice 97–6, amending 29
CFR 2510.3–102, relating to the defini-

tion of “plan assets” under Title I of the
Employee Retirement Income Security
Act of 1974 (“ERISA”), to harmonize
those Title I rules with the rules for salary
reduction contributions to SIMPLE IRA
Plans under § 408(p) of the Code.

CHANGES TO NOTICE 97–6

This notice modifies Q&As B–3, C–1
and H–2 to reflect technical corrections
made by TRA 97; Q&A G–5 to reflect the
amendment to the DOL plan asset regula-
tions; and Q&As E–4, G–1, H–1 and K–3
to reflect the issuance of Form 5304-SIM-
PLE.  A new Q&A, K–4, is added to pro-
vide a transition period for employers
using Form 5305-SIMPLE as modified in
accordance with Notice 97–6 for a SIM-
PLE IRA Plan that does not use a desig-
nated financial institution.  In addition,
this notice makes certain stylistic changes
to the Q&As as published in Notice 97–6,
including substituting the term “SIMPLE
IRA Plan” for “SIMPLE plan.”
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QUESTIONS AND ANSWERS

A.  SIMPLE IRA PLANS IN GENERAL
Q. A–1:  What is a SIMPLE IRA Plan?
A. A–1:  A SIMPLE IRA Plan is a writ-

ten arrangement established under
§ 408(p) of the Code that provides a sim-
plified tax-favored retirement plan for
small employers.  If an employer estab-
lishes a SIMPLE IRA Plan, each em-
ployee may choose whether to have the
employer make payments as contributions

under the SIMPLE IRA Plan or to receive
these payments directly in cash.  An em-
ployer that chooses to establish a SIM-
PLE IRA Plan must make either matching
contributions or nonelective contribu-
tions.  All contributions under a SIMPLE
IRA Plan are made to SIMPLE IRAs.

Q. A–2:  Can contributions made under
a SIMPLE IRA Plan be made to any type
of IRA?

A. A–2:  Contributions under a SIM-
PLE IRA Plan may only be made to a
SIMPLE IRA, not to any other type of
IRA.  A SIMPLE IRA is an individual re-
tirement account described in § 408(a), or
an individual retirement annuity described
in § 408(b), to which the only contribu-
tions that can be made are contributions
under a SIMPLE IRA Plan and rollovers
or transfers from another SIMPLE IRA.

Q. A–3:  Can a SIMPLE IRA Plan be
maintained on a fiscal year basis?

A. A–3:  A SIMPLE IRA Plan may
only be maintained on a calendar year
basis.  Thus, for example, employer eligi-
bility to establish a SIMPLE IRA Plan
(see Q&As B–1 through B–5) and SIM-
PLE IRA Plan contributions (see Q&As
D–1 through D–6) are determined on a
calendar-year basis.

B.  EMPLOYERS THAT CAN 
ESTABLISH SIMPLE IRA PLANS

Q. B–1:  Can any employer establish a
SIMPLE IRA Plan?

A. B–1:  SIMPLE IRA Plans may be
established only by employers that had no
more than 100 employees who earned
$5,000 or more in compensation during
the preceding calendar year (the “100-em-
ployee limitation”).  See Q&As C–4 and
C–5 for the definition of compensation.
For purposes of the 100-employee limita-
tion, all employees employed at any time
during the calendar year are taken into ac-
count, regardless of whether they are eli-
gible to participate in the SIMPLE IRA
Plan.  Thus, employees who are exclud-
able under the rules of § 410(b)(3) or who
have not met the plan’s minimum eligibil-
ity requirements must be taken into ac-
count.  Employees also include self-em-
ployed individuals described in
§ 401(c)(1) who received earned income
from the employer during the year.

Q. B–2:  Is there a grace period that can
be used by an employer that ceases to sat-
isfy the 100-employee limitation?
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A. B–2:  An employer that previously
maintained a SIMPLE IRA Plan is treated
as satisfying the 100-employee limitation
for the 2 calendar years immediately fol-
lowing the calendar year for which it last
satisfied the 100-employee limitation.
However, if the failure to satisfy the 100-
employee limitation is due to an acquisi-
tion, disposition or similar transaction in-
volving the employer, then the 2-year
grace period will apply only in accor-
dance with rules similar to the rules of
§ 410(b)(6)(C)(i).

Q. B–3:  Can an employer make contri-
butions under a SIMPLE IRA Plan for a
calendar year if it maintains another qual-
ified plan?

A. B–3:  Generally, an employer cannot
make contributions under a SIMPLE IRA
Plan for a calendar year if the employer, or
a predecessor employer, maintains a quali-
fied plan (other than the SIMPLE IRA
Plan) under which any of its employees re-
ceives an allocation of contributions (in the
case of a defined contribution plan) or has
an increase in a benefit accrued or treated
as an accrued benefit under § 411(d)(6) (in
the case of a defined benefit plan) for any
plan year beginning or ending in that cal-
endar year.  In applying these rules, trans-
fers, rollovers or forfeitures are disre-
garded, except to the extent forfeitures
replace otherwise required contributions.
For purposes of this Q&A B–3, “qualified
plan” means a plan, contract, pension or
trust described in § 219(g)(5) and includes
a plan qualified under § 401(a), a qualified
annuity plan described in § 403(a), an an-
nuity contract described in § 403(b), a plan
established for employees of a State, a po-
litical subdivision or by an agency or in-
strumentality of any State or political sub-
division (other than an eligible deferred
compensation plan described in § 457(b)),
a simplified employee pension (“SEP”) de-
scribed in § 408(k), a trust described in
§ 501(c)(18) and a SIMPLE IRA Plan de-
scribed in § 408(p).

However, an employer can make con-
tributions under a SIMPLE IRA Plan for a
calendar year even though it maintains
another qualified plan if either:

(1)  The other qualified plan maintained
by the employer covers only employees
described in paragraph (1) of Q&A C–1
(i.e., employees covered under a collective
bargaining agreement for which retire-
ment benefits were the subject of good

faith bargaining) and the SIMPLE IRA
Plan excludes these employees.

(2)  The other qualified plan is main-
tained by the employer during the calen-
dar year in which an acquisition, disposi-
tion or similar transaction occurs (or the
following calendar year); the require-
ments of this Q&A B–3 would have been
satisfied if the transaction had not oc-
curred (and thus the employer maintain-
ing the SIMPLE IRA Plan had remained a
separate employer); and only individuals
who would have been employees of that
“separate” employer are eligible to partic-
ipate in the SIMPLE IRA Plan.

Q. B–4:  Are tax-exempt employers
and governmental entities permitted to
maintain SIMPLE IRA Plans?

A. B–4:  Yes.  Excludable contributions
may be made to the SIMPLE IRA of em-
ployees of tax-exempt employers and
governmental entities on the same basis
as contributions may be made to employ-
ees of other eligible employers.

Q. B–5:  Do the employer aggregation
and leased employee rules apply for pur-
poses of the SIMPLE IRA Plan rules
under § 408(p)?

A. B–5:  For purposes of applying the
SIMPLE IRA Plan rules under § 408(p),
certain related employers (trades or busi-
nesses under common control) are treated
as a single employer.  These related em-
ployers include controlled groups of cor-
porations under § 414(b), partnerships or
sole proprietorships under common con-
trol under § 414(c), and affiliated service
groups under § 414(m).  In addition,
leased employees described in § 414(n)
are treated as employed by the employer.

Example:  Individual P owns Business
A, a computer rental agency, that has 80
employees who received more than
$5,000 in compensation in 1996.  Individ-
ual P also owns Business B, which repairs
computers and has 60 employees who re-
ceived more than $5,000 in compensation
in 1996.  Individual P is the sole propri-
etor of both businesses.  Section 414(c)
provides that the employees of partner-
ships and sole proprietorships that are
under common control are treated as em-
ployees of a single employer.  Thus, for
purposes of the SIMPLE IRA Plan rules,
all 140 employees are treated as em-
ployed by Individual P.  Therefore, nei-
ther Business A nor Business B is eligible
to establish a SIMPLE IRA Plan for 1997.

C.  EMPLOYEE ELIGIBILITY TO
PARTICIPATE IN A SIMPLE IRA
PLAN

Q. C–1:  Which employees of an em-
ployer must be eligible to participate
under the SIMPLE IRA Plan?

A. C–1:  If an employer establishes a
SIMPLE IRA Plan, all employees of the
employer who received at least $5,000 in
compensation from the employer during
any 2 preceding calendar years (whether
or not consecutive) and who are reason-
ably expected to receive at least $5,000 in
compensation during the calendar year,
must be eligible to participate in the SIM-
PLE IRA Plan for the calendar year.

An employer, at its option, may ex-
clude from eligibility employees de-
scribed in § 410(b)(3).  These employees
are:

(1)  Employees who are included in a
unit of employees covered by an agree-
ment that the Secretary of Labor finds to
be a collective bargaining agreement be-
tween employee representatives and one
or more employers, if there is evidence
that retirement benefits were the subject
of good faith bargaining between such
employee representatives and such em-
ployer or employers;

(2)  In the case of a trust established or
maintained pursuant to an agreement that
the Secretary of Labor finds to be a col-
lective bargaining agreement between air
pilots represented in accordance with
Title II of the Railway Labor Act and one
or more employees, all employees not
covered by that agreement; and

(3)  Employees who are nonresident
aliens and who received no earned in-
come (within the meaning of § 911(d)(2))
from the employer that constitutes income
from sources within the United States
(within the meaning of § 861(a)(3)).

Moreover, during the calendar year in
which an acquisition, disposition or simi-
lar transaction occurs (or the following
calendar year), an employer may exclude
from eligibility all of the employees who
would not have been eligible if the trans-
action had not occurred (and thus the em-
ployer maintaining the SIMPLE IRA Plan
had remained a separate employer).  See
paragraph (2) of Q&A B–3 for circum-
stances in which exclusion of these em-
ployees would be required.

As noted in Q&A B–5, the employer
aggregation and leased employee rules
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apply for purposes of § 408(p).  Thus, for
example, if two related employers must
be aggregated under the rules of § 414(b),
all employees of either employer who sat-
isfy the eligibility criteria must be al-
lowed to participate in the SIMPLE IRA
Plan.

Q. C–2:  May an employer impose less
restrictive eligibility requirements?

A. C–2:  An employer may impose less
restrictive eligibility requirements by
eliminating or reducing the prior year
compensation requirements, the current
year compensation requirements, or both,
under its SIMPLE IRA Plan.  For exam-
ple, the employer could allow participa-
tion for employees who received $3,000
in compensation during any preceding
calendar year.  However, the employer
cannot impose any other conditions on
participating in a SIMPLE IRA Plan.

Q. C–3:  May an employee participate
in a SIMPLE IRA Plan if he or she also
participates in a plan of a different em-
ployer for the same year?

A. C–3:  An employee may participate
in a SIMPLE IRA Plan even if he or she
also participates in a plan of a different
employer for the same year.  However,
the employee’s salary reduction contribu-
tions are subject to the limitations of
§ 402(g), which provides an aggregate
limit on the exclusion for elective defer-
rals for any individual.  Similarly, an em-
ployee who participates in a SIMPLE
IRA Plan and an eligible deferred com-
pensation plan described in § 457(b) is
subject to the limitations described in
§ 457(c).  An employer that establishes a
SIMPLE IRA Plan is not responsible for
monitoring compliance with either of
these limitations.

Q. C–4:  What definition of compensa-
tion applies for purposes of the SIMPLE
IRA Plan rules in the case of an individual
who is not a self-employed individual?

A. C–4:  For purposes of the SIMPLE
IRA Plan rules, in the case of an individ-
ual who is not a self-employed individual,
compensation means the amount de-
scribed in § 6051(a)(3) (wages, tips, and
other compensation from the employer
subject to income tax withholding under
§ 3401(a)), and amounts described in
§ 6051(a)(8), including elective contribu-
tions made under a SIMPLE IRA Plan,
and compensation deferred under a § 457
plan.  For purposes of applying the 100-

employee limitation, and in determining
whether an employee is eligible to partici-
pate in a SIMPLE IRA Plan (i.e., whether
the employee had $5,000 in compensation
for any 2 preceding years), an employee’s
compensation also includes the em-
ployee’s elective deferrals under a
§ 401(k) plan, a salary reduction SEP and
a § 403(b) annuity contract.

Q. C–5:  What definition of compensa-
tion applies for purposes of the SIMPLE
IRA Plan rules in the case of a self-em-
ployed individual?

A. C–5:  For purposes of the SIMPLE
IRA Plan rules, in the case of a self-em-
ployed individual, compensation means
net earnings from self-employment deter-
mined under § 1402(a), prior to subtract-
ing any contributions made under the
SIMPLE IRA Plan on behalf of the indi-
vidual.

D. SIMPLE IRA PLAN 
CONTRIBUTIONS 

Q. D–1:  What contributions must an
employer make under a SIMPLE IRA
Plan?

A. D–1:  If an employer establishes a
SIMPLE IRA Plan, it must make salary
reduction contributions, as described in
Q&A D–2, to the extent elected by em-
ployees.  In addition, the employer must
make employer matching contributions,
as described in Q&As D–4 and D–5, or
employer nonelective contributions, as
described in Q&A D–6.  These are the
only contributions that may be made
under a SIMPLE IRA Plan.

Q. D–2:  What is a salary reduction
contribution?

A. D–2:  A salary reduction contribu-
tion is a contribution made pursuant to an
employee’s election to have an amount
contributed to his or her SIMPLE IRA,
rather than have the amount paid directly
to the employee in cash.  An employee
must be permitted to elect to have salary
reduction contributions made at the level
specified by the employee, expressed as a
percentage of compensation for the year.
Additionally, an employer may permit an
employee to express the level of salary re-
duction contributions as a specific dollar
amount.  An employer may not place any
restrictions on the amount of an em-
ployee’s salary reduction contributions
(e.g., by limiting the contribution percent-
age), except to the extent needed to com-

ply with the annual limit on the amount of
salary reduction contributions described
in Q&A D–3.

Q. D–3:  What is the annual limit on
the amount of salary reduction contribu-
tions under a SIMPLE IRA Plan?

A. D–3:  For 1997 (and for 1998), the
maximum annual amount of salary reduc-
tion contributions that can be made on be-
half of any employee under a SIMPLE
IRA Plan is $6,000.  This amount will be
adjusted by the Service to reflect any
changes in the cost of living.

Q. D–4:  What employer matching con-
tribution is generally required under a
SIMPLE IRA Plan?

A. D–4:  Under a SIMPLE IRA Plan,
an employer is generally required to make
a contribution on behalf of each eligible
employee in an amount equal to the em-
ployee’s salary reduction contributions,
up to a limit of 3 percent of the em-
ployee’s compensation for the entire cal-
endar year.

Q. D–5:  Can the 3-percent limit on
matching contributions be reduced?

A. D–5:  The 3-percent limit on match-
ing contributions is permitted to be re-
duced for a calendar year at the election
of the employer, but only if:

(1)  The limit is not reduced below 1
percent;

(2)  The limit is not reduced for more
than 2 years out of the 5-year period that
ends with (and includes) the year for
which the election is effective; and

(3)  Employees are notified of the re-
duced limit within a reasonable period of
time before the 60-day election period
during which employees can enter into
salary reduction agreements.  See Q&A
E–1.

For purposes of applying the rule de-
scribed in paragraph (2) of this Q&A
D–5, in determining whether the limit
was reduced below 3 percent for a year,
any year before the first year in which an
employer (or a predecessor employer)
maintains a SIMPLE IRA Plan will be
treated as a year for which the limit was 3
percent.  If an employer chooses to make
nonelective contributions for a year (see
Q&A D–6), that year also will be treated
as a year for which the limit was 3 per-
cent.

Q. D–6:  May an employer make non-
elective contributions instead of matching
contributions?
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A. D–6:  As an alternative to making
matching contributions under a SIMPLE
IRA Plan (as described in Q&A D–4 and
D–5), an employer may make nonelective
contributions equal to 2 percent of each
eligible employee’s compensation for the
entire calendar year.  The employer’s non-
elective contributions must be made for
each eligible employee regardless of
whether the employee elects to make
salary reduction contributions for the cal-
endar year.  The employer may, but is not
required to, limit nonelective contribu-
tions to eligible employees who have at
least $5,000 (or some lower amount se-
lected by the employer) of compensation
for the year.

For purposes of the 2-percent nonelec-
tive contribution, the compensation taken
into account must be limited to the
amount of compensation that may be
taken into account under § 401(a)(17) for
the year.  The § 401(a)(17) limit for 1997
(and for 1998) is $160,000.  This amount
will be adjusted by the Service for subse-
quent years to reflect changes in the cost
of living.

An employer may substitute the 2-per-
cent nonelective contribution for the
matching contribution for a year, only if:

(1)  Eligible employees are notified that
a 2-percent nonelective contribution will
be made instead of a matching contribu-
tion; and

(2)  This notice is provided within a
reasonable period of time before the 60-
day election period during which employ-
ees can enter into salary reduction agree-
ments.  See Q&A E–1.

E.  EMPLOYEE ELECTIONS

Q. E–1:  When must an employee be
given the right to enter into a salary re-
duction agreement?

A. E–1:  During the 60-day period im-
mediately preceding January 1 of a calen-
dar year (i.e., November 2 to December
31 of the preceding calendar year), an eli-
gible employee must be given the right to
enter into a salary reduction agreement
for the calendar year, or to modify a prior
agreement (including reducing the
amount subject to this agreement to $0).
However, for the year in which the em-
ployee becomes eligible to make salary
reduction contributions, the period during
which the employee may enter into a
salary reduction agreement or modify a

prior agreement is a 60-day period that in-
cludes either the date the employee be-
comes eligible or the day before that date.
For example, if an employer establishes a
SIMPLE IRA Plan effective as of July 1,
1997, each eligible employee becomes el-
igible to make salary reduction contribu-
tions on that date and the 60-day period
must begin no later than July 1 and cannot
end before June 30, 1997.

During these 60-day periods, employ-
ees have the right to modify their salary
reduction agreements without restrictions.
In addition, for the year in which an em-
ployee becomes eligible to make salary
reduction contributions, the employee
must be able to commence these contribu-
tions as soon as the employee becomes el-
igible, regardless of whether the 60-day
period has ended.

Q. E–2:  Can a SIMPLE IRA Plan pro-
vide additional or longer election periods?

A. E–2:  Nothing precludes a SIMPLE
IRA Plan from providing additional or
longer periods for permitting employees
to enter into salary reduction agreements
or to modify prior agreements.  For exam-
ple, a SIMPLE IRA Plan can provide a
90-day election period instead of the 60-
day period described in Q&A E–1.  Simi-
larly, in addition to the 60-day period de-
scribed in Q&A E–1, a SIMPLE IRA Plan
can provide quarterly election periods
during the 30 days before each calendar
quarter.

Q. E–3:  Does an employee have the
right to terminate a salary reduction
agreement outside a SIMPLE IRA Plan’s
normal election period?

A. E–3:  An employee must be given
the right to terminate a salary reduction
agreement for a calendar year at any time
during the year.  A SIMPLE IRA Plan
may provide that an employee who termi-
nates a salary reduction agreement at any
time other than the periods described in
Q&A E–1 or E–2 is not eligible to resume
participation until the beginning of the
next calendar year.

Q. E–4:  Must an employer allow an
employee to select the financial institu-
tion to which the employer will make all
SIMPLE IRA Plan contributions on be-
half of the employee?

A. E–4:  Generally, under § 408(p), an
employer must permit an employee to se-
lect the financial institution for the SIM-
PLE IRA to which the employer will

make all contributions on behalf of the
employee.  The employee must communi-
cate to the employer the name of the fi-
nancial institution selected and any addi-
tional information necessary to facilitate
transmittal of the contribution to that in-
stitution.  The Model Salary Reduction
Agreement on page 3 of Form 5304-SIM-
PLE can be used for this purpose.  Alter-
natively, under the exception described in
Q&A J–1, an employer may require that
all contributions on behalf of employees
be made to a specified designated finan-
cial institution.

F.  VESTING REQUIREMENTS

Q. F–1:  Must contributions under a
SIMPLE IRA Plan be nonforfeitable?

A. F–1:  Yes.  All contributions under a
SIMPLE IRA Plan must be fully vested
and nonforfeitable when made.

Q. F–2:  May amounts held in a SIM-
PLE IRA be withdrawn at any time?

A. F–2:  Yes.  An employer may not re-
quire an employee to retain any portion of
the contributions in his or her SIMPLE
IRA or otherwise impose any withdrawal
restrictions.

G.  EMPLOYER ADMINISTRATIVE
AND NOTIFICATION 
REQUIREMENTS

Q. G–1:  What notification require-
ments apply to employers?

A. G–1:  An employer must notify each
employee, immediately before the em-
ployee’s 60-day election period described
in Q&A E–1, of the employee’s opportu-
nity to enter into a salary reduction agree-
ment or to modify a prior agreement.  If
applicable, this notification must disclose
an employee’s ability to select the finan-
cial institution that will serve as the
trustee of the employee’s SIMPLE IRA as
described in Q&A E–4.  In the case of a
SIMPLE IRA Plan established using
Form 5304-SIMPLE (Not Subject to the
Designated Financial Institution Rules),
the employer may use the Model Notifi-
cation to Eligible Employees on page 3 of
the form to disclose to each employee the
employee’s right to select the financial in-
stitution that will serve as the trustee of
the employee’s SIMPLE IRA as described
in Q&A E–4.  The notification must also
include the summary description de-
scribed in Q&A H–1.  In the case of a
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SIMPLE IRA Plan established using
Form 5304-SIMPLE (Not Subject to the
Designated Financial Institution Rules) or
Form 5305-SIMPLE (for Use With a Des-
ignated Financial Institution), the sum-
mary description requirement may be sat-
isfied by providing a completed copy of
pages 1 and 2 of the form that reflects the
terms of the employer’s plan (including
the materials provided by the trustee for
completion of Article VI).

Q. G–2:  May the notifications regard-
ing a reduced matching contribution (de-
scribed in Q&A D–5) and a nonelective
contribution in lieu of a matching contri-
bution (described in Q&A D–6) be pro-
vided at the same time as the notification
of an employee’s opportunity to enter into
a salary reduction agreement and the sum-
mary description?

A. G–2:  Yes.  An employer is deemed
to provide the notification regarding a re-
duced matching contribution or a non-
elective contribution in lieu of a matching
contribution within a reasonable period of
time before the 60-day election period if,
immediately before the 60-day election
period, this notification is included with
the notification of an employee’s opportu-
nity to enter into a salary reduction agree-
ment.

Q. G–3:  What reporting penalties
under the Code apply if an employer fails
to provide one or more of the required no-
tices?

A. G–3:  If the employer fails to provide
one or more of the required notices de-
scribed in Q&A G–1, the employer will be
liable, under the Code, for a penalty of
$50 per day until the notices are provided.
If the employer shows that the failure was
due to reasonable cause, the penalty will
not be imposed.  To the extent that each
employee is permitted to select the trustee
for his or her SIMPLE IRA pursuant to
Q&A E–4, and is so notified in accordance
with Q&A G–1, and the information with
respect to the trustee (the name and ad-
dress of the trustee and its withdrawal pro-
cedures) is not available at the time the
employer is required to provide the sum-
mary description, the employer is deemed
to have shown reasonable cause for failure
to provide this information to eligible em-
ployees, but only if the employer sees to it
that this information is provided to the
employee as soon as administratively fea-
sible once the trustee has been selected.

Q. G–4:  What if an eligible employee
is unwilling or unable to establish a SIM-
PLE IRA?

A. G–4:  If an eligible employee who is
entitled to a contribution under a SIMPLE
IRA Plan is unwilling or unable to estab-
lish a SIMPLE IRA with any financial in-
stitution prior to the date on which the
contribution is required to be made to the
SIMPLE IRA of the employee under
Q&A G–5 or G–6, an employer may exe-
cute the necessary documents to establish
a SIMPLE IRA on the employee’s behalf
with a financial institution selected by the
employer.

Q. G–5:  When must an employer make
salary reduction contributions under a
SIMPLE IRA Plan?

A. G–5:  The employer must make
salary reduction contributions to the fi-
nancial institution maintaining the SIM-
PLE IRA no later than the close of the 30-
day period following the last day of the
month in which amounts would otherwise
have been payable to the employee in
cash.  The Department of Labor has indi-
cated that most SIMPLE IRA Plans are
also subject to Title I of ERISA, and
under Department of Labor regulations, at
29 CFR 2510.3–102, salary reduction
contributions to these plans must be made
to the SIMPLE IRA as of the earliest date
on which the contributions can reasonably
be segregated from the employer’s gen-
eral assets, but in no event later than the
30-day deadline described above.

Q. G–6:  When must an employer make
matching and nonelective contributions
under a SIMPLE IRA Plan?

A. G–6:  Matching and nonelective em-
ployer contributions must be made to the
financial institution maintaining the SIM-
PLE IRA no later than the due date for fil-
ing the employer’s income tax return, in-
cluding extensions, for the taxable year
that includes the last day of the calendar
year for which the contributions are
made.

H.  TRUSTEE ADMINISTRATIVE 
REQUIREMENTS

Q. H–1:  What information must a
SIMPLE IRA trustee provide to an em-
ployer?

A. H–1:  (1) Summary description.
Each year, a SIMPLE IRA trustee must
provide the employer sponsoring the
SIMPLE IRA Plan with a summary de-

scription containing the following infor-
mation:

(a)  The name and address of the em-
ployer and the trustee.

(b)  The requirements for eligibility for
participation.

(c)  The benefits provided with respect
to the arrangement.

(d)  The time and method of making
employee elections with respect to the
arrangement.

(e)  The procedures for, and effects of,
withdrawals (including rollovers) from
the arrangement.

(2) Timing. Each trustee must provide
the summary description to the employer
early enough to allow the employer to
meet its notification obligation described
in Q&A G–1.  However, a trustee is not
required to provide the summary descrip-
tion prior to agreeing to be a trustee of a
SIMPLE IRA under the SIMPLE IRA
Plan.

(3) Penalties. Each trustee that fails to
provide the employer with one or more
summary descriptions incurs a $50
penalty, under § 6693(c) of the Code, for
each day the failures continue, unless the
trustee shows that the failures are due to
reasonable cause.  To the extent that the
employer or a trustee provides the infor-
mation described in paragraphs (1)(a)
through (e) of this Q&A H–1 within the
time period prescribed in Q&A G–1 to the
employee for whom the SIMPLE IRA is
established, the trustee of that SIMPLE
IRA is deemed to have shown reasonable
cause for failure to provide that informa-
tion to the employer.  For example, if, in
accordance with Q&A G–1, an employer
who uses a designated financial institu-
tion provides, to all eligible employees in
a SIMPLE IRA Plan, its name and ad-
dress, the information described in para-
graphs (1)(a) through (d) of this Q&A
H–1, and the effects of withdrawal, and
the trustee provides its name and address
and its procedures for withdrawal to each
eligible employee for whom a SIMPLE
IRA is established with the trustee under
the SIMPLE IRA Plan, the trustee will be
deemed to have shown reasonable cause
for failing to provide the employer the in-
formation described in paragraphs (1)(a)
through (e) of this Q&A H–1.

(4) Use of model forms as the summary
description. In the case of a SIMPLE
IRA Plan established using Form 5304-
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SIMPLE (Not Subject to the Designated
Financial Institution Rules) or Form
5305-SIMPLE (for Use With a Desig-
nated Financial Institution), a trustee may
satisfy this obligation by providing an
employer (and/or the employee in the
case of Form 5304-SIMPLE) with a cur-
rent copy of Form 5304-SIMPLE or Form
5305-SIMPLE, the instructions, the infor-
mation required for completion of Article
VI, and the name and address of the fi-
nancial institution.  The trustee should
provide guidance to the employer (and the
employee, if Form 5304-SIMPLE is pro-
vided directly to the employee) concern-
ing the need for the employer to complete
the first two pages of Form 5304-SIM-
PLE or Form 5305-SIMPLE in accor-
dance with its plan’s terms and to distrib-
ute completed copies to eligible
employees.

(5) Transfer SIMPLE IRAs. The trustee
of a transfer SIMPLE IRA is not required
to provide the summary description de-
scribed in the preceding paragraph.  A
SIMPLE IRA is a transfer SIMPLE IRA if
it is not a SIMPLE IRA to which the em-
ployer has made contributions under the
SIMPLE IRA Plan.

Q. H–2:  What information must a
SIMPLE IRA trustee provide to partici-
pants in the SIMPLE IRA Plan?

A. H–2:  Within 31 days after the close
of each calendar year, a SIMPLE IRA
trustee must provide each individual on
whose behalf an account is maintained
with a statement of the individual’s ac-
count balance as of the close of that calen-
dar year and the account activity during
that calendar year.  A trustee who fails to
provide individuals with this statement in-
curs a $50 penalty, under the Code, for
each day the failure continues, unless the
trustee shows that the failure is due to rea-
sonable cause.  The trustee must also pro-
vide any other information required to be
furnished to IRA holders (e.g., disclosure
statements for individual retirement plans
as referred to in § 1.408–6 of the regula-
tions).

Q. H–3:  What information must a
SIMPLE IRA trustee provide to the Ser-
vice?

A. H–3:  Section 408(i) requires the
trustee of an individual retirement account
to make reports regarding these accounts to
the Service.  Form 5498, Individual Retire-
ment Arrangement Information, has been

modified to require that the amount of con-
tributions to a SIMPLE IRA, rollover con-
tributions, and the fair market value of the
account be reported, and that contributions
to a SIMPLE IRA be identified as such.  A
trustee who fails to file these reports incurs
a $50 penalty under the Code for each fail-
ure, unless it is shown that the failure is due
to reasonable cause.

Q. H–4:  Are distributions from a SIM-
PLE IRA required to be reported on Form
1099–R?

A. H–4:  Pursuant to § 6047 of the
Code and § 35.3405–1 of the regulations,
the payor of a designated distribution
from an IRA must report the distribution
on Form 1099–R.  A distribution from a
SIMPLE IRA is a designated distribution
from an IRA and thus must be reported on
Form 1099–R.  The Service has revised
Form 1099–R, Distributions From Pen-
sions, Annuities, Retirement or Profit-
sharing Plans, IRAs, Insurance Contracts,
Etc., to reflect the requirements that apply
to SIMPLE IRAs.  The penalty, under the
Code, for failure to report a designated
distribution from an IRA (including a
SIMPLE IRA) is determined under sec-
tions 6721–6724.

Q. H–5:  Is a SIMPLE IRA trustee re-
sponsible for reporting whether a distribu-
tion to a participant occurred during the 2-
year period described in Q&A I–2?

A. H–5:  Yes. A SIMPLE IRA trustee is
required to report on Form 1099–R
whether a distribution to a participant oc-
curred during the 2-year period described
in Q&A I–2.  A trustee is permitted to pre-
pare this report on the basis of its own
records with respect to the SIMPLE IRA
account.  A trustee may, but is not re-
quired to, take into account other ade-
quately substantiated information regard-
ing the date on which an individual first
participated in any SIMPLE IRA Plan
maintained by the individual’s employer.
See Q&A I–2 on the effect of distribu-
tions within this 2-year period.

I.  TAX TREATMENT OF SIMPLE IRA
PLANS

Q. I–1:  What are the tax consequences
of SIMPLE IRA Plan contributions?

A. I–1:  Contributions to a SIMPLE
IRA are excludable from federal income
tax and not subject to federal income tax
withholding.  Salary reduction contribu-

tions to a SIMPLE IRA are subject to tax
under the Federal Insurance Contributions
Act (“FICA”), the Federal Unemploy-
ment Tax Act (“FUTA”), and the Railroad
Retirement Act (“RRTA”), and must be
reported on Form W–2, Wage and Tax
Statement.  Matching and nonelective
contributions to a SIMPLE IRA are not
subject to FICA, FUTA, or RRTA taxes,
and are not required to be reported on
Form W–2.

Q. I–2:  What are the tax consequences
when amounts are distributed from a
SIMPLE IRA?

A. I–2:  Generally, the same tax results
apply to distributions from a SIMPLE
IRA as to distributions from a regular IRA
(i.e., an IRA described in § 408(a) or (b)).
However, a special rule applies to a pay-
ment or distribution received from a SIM-
PLE IRA during the 2-year period begin-
ning on the date on which the individual
first participated in any SIMPLE IRA
Plan maintained by the individual’s em-
ployer (the “2-year period”).

Under this special rule, if the additional
income tax on early distributions under
§ 72(t) applies to a distribution within this
2-year period, § 72(t)(6) provides that the
rate of additional tax under this special
rule is increased from 10 percent to 25
percent.  If one of the exceptions to appli-
cation of the tax under § 72(t) applies
(e.g., for amounts paid after age 591⁄2,
after death, or as part of a series of sub-
stantially equal payments), the exception
also applies to distributions within the 2-
year period and the 25-percent additional
tax does not apply.

Q. I–3:  Are there any special rollover
rules that apply to a distribution from a
SIMPLE IRA?

A. I–3:  Section 408(d)(3)(G) provides
that the rollover provisions of § 408(d)(3)
apply to a distribution from a SIMPLE
IRA during the 2-year period described in
Q&A I–2 only if the distribution is paid
into another SIMPLE IRA.  Thus, a distri-
bution from a SIMPLE IRA during that 2-
year period qualifies as a rollover contri-
bution (and thus is not includable in gross
income) only if the distribution is paid
into another SIMPLE IRA and satisfies
the other requirements of § 408(d)(3) for
treatment as a rollover contribution.

Q. I–4:  Can an amount be transferred
from a SIMPLE IRA to another IRA in a
tax-free trustee-to-trustee transfer?
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A. I–4:  During the 2-year period de-
scribed in Q&A I–2, an amount in a SIM-
PLE IRA can be transferred to another
SIMPLE IRA in a tax-free trustee-to-
trustee transfer.  If, during this 2-year pe-
riod, an amount is paid from a SIMPLE
IRA directly to the trustee of an IRA that is
not a SIMPLE IRA, the payment is neither
a tax-free trustee-to-trustee transfer nor a
rollover contribution; the payment is a dis-
tribution from the SIMPLE IRA and a
contribution to the other IRA that does not
qualify as a rollover contribution.  After
the expiration of the 2-year period, an
amount in a SIMPLE IRA can be trans-
ferred in a tax-free trustee-to-trustee trans-
fer to an IRA that is not a SIMPLE IRA.

Q. I–5:  When does the 2-year period
described in Q&A I–2 begin?

A. I–5:  The 2-year period described in
Q&A I–2 begins on the first day on which
contributions made by the individual’s
employer are deposited in the individual’s
SIMPLE IRA.

Q. I–6:  Do the qualification rules of
§ 401(a) apply to contributions under a
SIMPLE IRA Plan?

A. I–6:  None of the qualification rules
of § 401(a) apply to SIMPLE IRA Plans.
For example, the § 415 and 416 rules do
not apply to contributions under a SIM-
PLE IRA Plan.  Similarly, the § 401(a)-
(17) limit does not apply to salary reduc-
tion contributions and matching
contributions.  However, as noted in
Q&A D–6, the amount of compensation
that may be taken into account for pur-
poses of the 2-percent nonelective contri-
bution is limited to the amount that may
be taken into account under § 401(a)(17)
for the year.

Q. I–7:  What rules apply to an em-
ployer’s ability to deduct contributions
under a SIMPLE IRA Plan?

A. I–7:  Pursuant to § 404(m), contribu-
tions under a SIMPLE IRA Plan are de-
ductible in the taxable year of the em-
ployer with or within which the calendar
year for which contributions were made
ends (without regard to the limitations of
§ 404(a)).  For example, if an employer
has a June 30 taxable year end, contribu-
tions under the SIMPLE IRA Plan for the
calendar year 1997 (including contribu-
tions made in 1997 before June 30, 1997)
are deductible in the taxable year ending
June 30, 1998.  Contributions will be
treated as made for a particular taxable

year if they are made on account of that
taxable year and are made by the due date
(including extensions) prescribed by law
for filing the return for the taxable year.

J.  EXCEPTION FOR USE OF 
DESIGNATED FINANCIAL
INSTITUTION

Q. J–1:  Can an employer designate a
particular financial institution to which all
contributions under the SIMPLE IRA
Plan will be made?

A. J–1:  Yes.  In accordance with
§ 408(p)(7), instead of making SIMPLE
IRA Plan contributions to the financial in-
stitution selected by each eligible em-
ployee (see Q&A E–4), an employer may
require that all contributions on behalf of
all eligible employees under the SIMPLE
IRA Plan be made to SIMPLE IRAs at a
particular financial institution if the fol-
lowing requirements are met: (1) the em-
ployer and the financial institution agree
that the financial institution will be a des-
ignated financial institution under
§ 408(p)(7) (“DFI”) for the SIMPLE IRA
Plan; (2) the financial institution agrees
that, if a participant so requests, the partic-
ipant’s balance will be transferred without
cost or penalty to another SIMPLE IRA
(or, after the 2-year period described in
Q&A I–2, to any IRA) at a financial insti-
tution selected by the participant; and (3)
each participant is given written notifica-
tion describing the procedures under
which, if a participant so requests, the par-
ticipant’s balance will be transferred with-
out cost or penalty to another SIMPLE
IRA (or, after the 2-year period described
in Q&A I–2, to any IRA) at a financial in-
stitution selected by the participant.

This Q&A J–1 is illustrated by the fol-
lowing examples:

Example 1:  A representative of Finan-
cial Institution L approaches Employer B
concerning the establishment of a SIM-
PLE IRA Plan.  Employer B agrees to es-
tablish a SIMPLE IRA Plan for its eligible
employees.  Employer B would prefer to
avoid writing checks to more than one fi-
nancial institution on behalf of employ-
ees, and is interested in making all contri-
butions under the SIMPLE IRA Plan to a
single financial institution.  Employer B
and Financial Institution L agree that Fi-
nancial Institution L will be a DFI and Fi-
nancial Institution L agrees that, if a par-

ticipant so requests, it will transfer the
participant’s balance, without cost or
penalty, to another SIMPLE IRA (or, after
the 2-year period described in Q&A I–2,
to any IRA) at a financial institution se-
lected by the participant.  A SIMPLE IRA
is established for each participating em-
ployee of Employer B at Financial Institu-
tion L.  Each participant is provided with
a written description of how and when the
participant may direct that the partici-
pant’s balance attributable to contribu-
tions made to Financial Institution L be
transferred without cost or penalty to a
SIMPLE IRA (or, after the 2-year period
described in Q&A I–2, to any IRA) at an-
other financial institution selected by the
participant.  Financial Institution L is a
DFI, and Employer B may require that all
contributions on behalf of all eligible em-
ployees be made to SIMPLE IRAs at Fi-
nancial Institution L.

Example 2:  A representative of Finan-
cial Institution M approaches Employer C
concerning the establishment of a SIM-
PLE IRA Plan.  Employer C invites Fi-
nancial Institution M to make a presenta-
tion on its investment options for
SIMPLE IRAs to Employer C’s employ-
ees.  Each eligible employee receives no-
tification that the employer must permit
the employee to select which financial in-
stitution will serve as the trustee of the
employee’s SIMPLE IRA (see Q&A
G–1).  All eligible employees of Em-
ployer C voluntarily select Financial In-
stitution M to serve as the trustee of the
SIMPLE IRAs to which Employer C will
make all contributions on behalf of the
employees.   Financial Institution M is not
a DFI merely because all eligible employ-
ees of Employer C selected Financial In-
stitution M to serve as the trustee of their
SIMPLE IRAs and Employer C conse-
quently makes all contributions to Finan-
cial Institution M.  Therefore, Financial
Institution M is not required to transfer
SIMPLE IRA balances without cost or
penalty.

Example 3:  Assume the same facts as
Example 2, except that Employee X and
Employee Y, who made salary reduction
elections, failed to establish SIMPLE
IRAs to receive SIMPLE IRA Plan contri-
butions on their behalf before the first
date on which Employer C is required to
make a contribution to their SIMPLE
IRAs.  Employer C establishes SIMPLE
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IRAs at Financial Institution M for these
employees and contributes the amount re-
quired to their accounts.  Financial Insti-
tution M is not a DFI merely because Em-
ployer C establishes SIMPLE IRAs on
behalf of Employee X and Employee Y
while all other employees voluntarily se-
lect Financial Institution M to serve as the
trustee of the SIMPLE IRAs to which
Employer C will make contributions on
their behalf.

Q. J–2:  May the time and manner in
which a participant may transfer his or her
balance without cost or penalty be limited
without violating the requirements of
§ 408(p)(7)?

A. J–2:  Yes.  Section 408(p)(7) will not
be violated merely because a participant
is given only a reasonable period of time
each year in which to transfer his or her
balance without cost or penalty.  A partici-
pant will be deemed to have been given a
reasonable period of time in which to
transfer his or her balance without cost or
penalty if, for each calendar year, the par-
ticipant has until the end of the 60-day pe-
riod described in Q&A E–1 to request to
transfer, without cost or penalty, his or her
balance attributable to SIMPLE IRA Plan
contributions for the calendar year fol-
lowing that 60-day period (or, for the year
in which an employee becomes eligible to
make salary reduction contributions, for
the balance of that year) and subsequent
calendar years.

If the time or manner in which a partic-
ipant may transfer his or her balance with-
out cost or penalty is limited, any such
limitation must be disclosed as part of the
written notification described in Q&A
J–1.  In the case of a SIMPLE IRA Plan
established using Form 5305-SIMPLE, if
the summary description requirement is
being satisfied by providing a completed
copy of pages one and two of Form 5305-
SIMPLE, Article VI (Procedures for
Withdrawal) must contain a clear expla-
nation of any such limitation.

This Q&A J–2 is illustrated by the fol-
lowing examples:

Example 1:  Employer A first estab-
lishes a SIMPLE IRA Plan effective Janu-
ary 1, 1998, and intends to make all con-
tributions to Financial Institution M,
which has agreed to serve as a DFI.  For
the 1998 calendar year, Employer A pro-
vides the 60-day election period described
in Q&A E–1 beginning November 2,

1997, and notifies each participant that he
or she may request that his or her balance
attributable to future contributions be
transferred from Financial Institution M
to a SIMPLE IRA at a financial institution
that the participant selects.  The notifica-
tion states that the transfer will be made
without cost or penalty if the participant
contacts Financial Institution M prior to
January 1, 1998.  For the 1998 calendar
year, the requirements of § 408(p)(7) will
not be violated merely because partici-
pants are given only a 60-day period in
which to request to transfer their balances
without cost or penalty.

Example 2:  Assume the same facts as
Example 1.  Participant X does not re-
quest a transfer of her balance by Decem-
ber 31, 1997, but requests a transfer of her
current balance to another SIMPLE IRA
on July 1, 1998.  Participant X’s current
balance would not be required to be trans-
ferred without cost or penalty because
Participant X did not request such a trans-
fer prior to January 1, 1998.  However,
during the 60-day period preceding the
1999 calendar year, Participant X may re-
quest a transfer, without cost or penalty,
of her balance attributable to contribu-
tions made for the 1999 calendar year
and, if she so elects, for all future calendar
years (but not her balance attributable to
contributions for the 1998 calendar year).

Example 3:  Assume the same facts as
Example 1.  Under the terms of the SIM-
PLE IRA Plan, Participant Y becomes an
eligible employee on June 1, 1998, and,
for Participant Y, the 60-day period de-
scribed in Q&A E–1 begins on that date.
For the 1998 calendar year, Participant Y
will be deemed to have been given a rea-
sonable amount of time in which to re-
quest to transfer, without cost or penalty,
his balance attributable to contributions
for the balance of the 1998 calendar year
if Financial Institution M allows such a
request to be made prior to July 31, 1998.

Q. J–3:  Is there a limit on the fre-
quency with which a participant’s balance
must be transferred without cost or
penalty?

A. J–3:  In order to satisfy § 408(p)(7),
if a participant acts, within applicable rea-
sonable time limits, if any, to request a
transfer of his or her balance, the partici-
pant’s balance must be transferred on a
reasonably frequent basis.  A participant’s
balance will be deemed to be transferred

on a reasonably frequent basis if it is
transferred on a monthly basis.

Q. J–4:  How does a DFI transfer a par-
ticipant’s balance without cost or penalty?

A. J–4:  In order to satisfy § 408(p)(7),
a participant’s balance must be transferred
in a trustee-to-trustee transfer directly to a
SIMPLE IRA (or, after the 2-year period
described in Q&A I–2, to any IRA) at the
financial institution specified by the par-
ticipant.

A transfer is deemed to be made with-
out cost or penalty if no liquidation, trans-
action, redemption or termination fee, or
any commission, load (whether front-end
or back-end) or surrender charge, or simi-
lar fee or charge is imposed with respect
to the balance being transferred.  A trans-
fer will not fail to be made without cost or
penalty merely because contributions that
a participant has elected to have trans-
ferred without cost or penalty are required
to be invested in one specified investment
option until transferred, even though a va-
riety of investment options are available
with respect to contributions that partici-
pants have not elected to transfer.

This Q&A J–4 is illustrated by the fol-
lowing examples:

Example 1:  Financial Institution Q
agrees to be a DFI for the SIMPLE IRA
Plan maintained by Employer D.  Em-
ployer D provides the 60-day election pe-
riod described in Q&A E–1 beginning on
November 2 of each year and each partic-
ipant is notified that he or she may re-
quest, before the end of the 60-day period,
a transfer of his or her future contribu-
tions from Financial Institution Q without
cost or penalty to a SIMPLE IRA (or,
after the 2-year period described in Q&A
I–2, to any IRA) at a financial institution
selected by the participant.  The notifica-
tion states that a participant’s contribu-
tions that are to be transferred without
cost or penalty will be invested in a speci-
fied investment option and will be trans-
ferred to the financial institution selected
by the participant on a monthly basis.

Financial Institution Q offers various
investment options to account holders of
SIMPLE IRA accounts, including invest-
ment options with a sales charge.  Any
participant who does not elect to have his
or her balance transferred to another fi-
nancial institution may invest the contri-
butions made on his or her behalf in any
investment option available to account
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holders of SIMPLE IRA accounts at Fi-
nancial Institution Q.  However, contribu-
tions that a participant has elected to have
transferred are automatically invested,
prior to transfer, in a specified investment
option that has no sales charge.  The re-
quirement that a participant’s balance be
transferred without cost or penalty will
not be violated merely because contribu-
tions that have been designated to be
transferred pursuant to a participant’s
election are automatically invested in one
specified investment option and trans-
ferred on a monthly basis to the financial
institution selected by the participant.

Example 2:  Assume the same facts as
in Example 1.  Financial Institution Q
generally charges its IRA accounts a rea-
sonable annual administration fee.  Finan-
cial Institution Q also charges this annual
administration fee with respect to SIM-
PLE IRA accounts, including SIMPLE
IRA accounts from which balances must
be transferred in accordance with partici-
pants’ transfer elections.  The requirement
that participants  balances be transferred
without cost or penalty will not be vio-
lated merely because a reasonable annual
administration fee is charged to SIMPLE
IRA accounts from which balances must
be transferred in accordance with partici-
pants’ transfer elections.

Q. J–5:  Is the “without cost or penalty”
requirement violated if a DFI charges an
employer for a participant’s transfer of his
or her balance?

A. J–5:  The “without cost or penalty”
requirement of § 408(p)(7) is not violated
merely because a DFI charges an em-
ployer an amount that takes into account
the financial institution’s responsibility to
transfer balances upon a participant’s re-
quest or otherwise charges an employer
for a transfer requested by a participant,
provided that the charge is not passed
through to the participant who requests
the transfer.

K.  SIMPLE IRA PLAN 
ESTABLISHMENT

Q. K–1:  Must an employer establish a
SIMPLE IRA Plan on January 1?

A. K–1:  An existing employer may
establish a SIMPLE IRA Plan effective
on any date between January 1 and Octo-
ber 1 of a year beginning after December
31, 1996, provided that the employer (or

any predecessor employer) did not previ-
ously maintain a SIMPLE IRA Plan.
This requirement does not apply to a new
employer that comes into existence after
October 1 of the year the SIMPLE IRA
Plan is established if the employer estab-
lishes the SIMPLE IRA Plan as soon as
administratively feasible after the em-
ployer comes into existence.  If an em-
ployer (or predecessor employer) previ-
ously maintained a SIMPLE IRA Plan,
the employer may establish a SIMPLE
IRA Plan effective only on January 1 of a
year.

Q. K–2:  When must a SIMPLE IRA be
established for an employee?

A. K–2:  A SIMPLE IRA is required to
be established for an employee prior to
the first date by which a contribution is
required to be deposited into the em-
ployee’s SIMPLE IRA (see Q&As G–5
and G–6).

Q. K–3:  Has the Service issued model
forms that an employer can use to estab-
lish a SIMPLE IRA Plan?

A. K–3:  Yes.  On October 31, 1996,
the Service issued Form 5305-SIMPLE
(for Use With a Designated Financial In-
stitution), which is a form that may be
used by an employer establishing a SIM-
PLE IRA Plan with a financial institution
that is a DFI.  On December 30, 1996, the
Service issued Form 5304-SIMPLE (Not
Subject to the Designated Financial Insti-
tution Rules), which is the model form
that may be used by an employer to estab-
lish a SIMPLE IRA Plan that does not use
a DFI.

Q. K–4:  How long may an employer
use the modified Form 5305-SIMPLE
(for Use With a Designated Financial In-
stitution)?

A. K–4:  An employer that established
or establishes a SIMPLE IRA Plan (that
does not use a DFI) by using Form 5305-
SIMPLE (for Use With a Designated Fi-
nancial Institution) as modified in accor-
dance with Q&A K–3 as it originally
appeared in Notice 97–6 may continue to
use that modified form through the end of
1998.  The Service has not approved the
use of the modified form beyond 1998.
Consequently, such an employer that
makes contributions for a calendar year
after 1998 must adopt one of the two
model forms (Form 5304-SIMPLE or
Form 5305-SIMPLE) or an approved pro-
totype SIMPLE IRA Plan in order to rely

on Service-approved SIMPLE IRA Plans
for 1999 and future years.  For purposes
of Q&As E–4, G–1 and H–1 of this no-
tice, the modified Form 5305-SIMPLE is
treated as a Form 5304-SIMPLE (Not
Subject to the Designated Financial Insti-
tution Rules).

EFFECT ON OTHER DOCUMENTS

This notice modifies and supersedes
Notice 97–6.

PAPERWORK REDUCTION ACT

The collection of information con-
tained in this notice has been reviewed
and approved by the Office of Manage-
ment and Budget (OMB) in accordance
with the Paperwork Reduction Act (44
U.S.C. 3507) under control number 1545-
1502.

An agency may not conduct or sponsor,
and a person is not required to respond to,
a collection of information unless the col-
lection of information displays a valid
OMB control number.

The collection of information in this
notice is in the sections headed “EM-
PLOYEE ELECTIONS” and “EM-
PLOYER ADMINISTRATIVE AND
NOTIFICATION REQUIREMENTS.”
This information is required to assure
compliance with the new provisions of
the Small Business Job Protection Act of
1996.  The collection of information is re-
quired to obtain a benefit.  The likely re-
spondents are individuals, businesses or
other for-profit institutions, and not-for-
profit institutions.

The estimated total annual reporting
burden is 75,000 hours.  The estimated
annual burden per recordkeeper is 15
minutes.  The estimated number of re-
spondents is 300,000.  The estimated an-
nual frequency of responses is on occa-
sion.

Books or records relating to a collec-
tion of information must be retained as
long as their contents may become mater-
ial in the administration of any internal
revenue law.  Generally, tax returns and
tax return information are confidential, as
required by 26 U.S.C. 6103.

DRAFTING INFORMATION

The principal author of this notice is
Roger Kuehnle of the Employee Plans Di-
vision.  For further information regarding
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this notice, please contact the Employee
Plans Division’s taxpayer assistance tele-
phone service at (202) 622-6074/6075
(not toll-free numbers), between the hours
of 1:30 and 3:30 p.m. Eastern Time, Mon-
day through Thursday.

Rev. Proc. 98–10

26 CFR 601.201: Rulings and determination letters.
(Also, Part I, § 412.)

Section 1.  Purpose and Scope

This revenue procedure modifies Rev.
Proc. 95–51, 1995–2 C.B. 431, which
provides approval to change the funding
method (actuarial cost method) used for a
defined benefit pension plan.  Specifi-
cally, this revenue procedure modifies § 3
of Rev. Proc. 95–51 to provide approval
to change the asset valuation method to
one of three additional methods and to
provide approval for certain changes in
valuation software.  This revenue proce-
dure also clarifies and modifies other pro-
visions of Rev. Proc. 95–51.

Section 2. Background

.01 Section 412(c)(5)(A) of the Inter-
nal Revenue Code, as amended, and §
302(c)(5)(A) of the Employee Retire-
ment Income Security Act of 1974
(ERISA), as amended, state that if the
funding method of a plan is changed, the
new funding method shall become effec-
tive only if the change is approved by the
Secretary.

.02 Section 1.412(c)(2)–1 of the In-
come Tax Regulations generally provides
that a change in the actuarial valuation
method used to value the assets of a plan is
a change in funding method that requires
approval under § 412(c)(5) of the Code.

.03 Rev. Proc. 95–51 provides ap-
proval for certain changes in funding
method.  Section 3 of Rev. Proc.  95–51
provides approval for changes to 14 spe-
cific methods including three asset valua-
tion methods.  Section 4 of Rev. Proc. 95–
51 provides four special approvals for
changes.  Section 5 of Rev. Proc. 95–51
provides rules relating to the establish-
ment and maintenance of amortization
bases upon changing methods.  Section 6
of Rev. Proc. 95–51 provides restrictions
under the revenue procedure.

Section 3. Additional Approvals under
Rev. Proc. 95–51

.01 Section 3 of Rev. Proc. 95–51 (Ap-
proval for Specified Changes) is modified
by adding the following:

.15 Approval 15. Approval is granted
for a change in asset valuation method to
the smoothed market value (without phase-
in) described below, or to any alternative
formulation that is algebraically equivalent
to this smoothed value.  The asset value
determined under the method will be ad-
justed to be no greater than 120% and no
less than 80% of the fair market value de-
fined in § 1.412(c)(2)–1(c). 

Under this method, the actuarial value
of assets is equal to the market value of
assets less a decreasing fraction (i.e.,
(n–1)/n, (n–2)/n, etc., where n equals the
number of years in the smoothing period)
of the gain or loss for each of the preced-
ing n-1 years.  The stated smoothing pe-
riod may not exceed five (5) plan years.

Under this method, a gain or loss for a
year is determined by calculating the dif-
ference between the expected value of the
assets for the year and the market value of
the assets at the valuation date.  The ex-
pected value of the assets for the year is
the market value of the assets at the valua-
tion date for the prior year brought for-
ward with interest at the valuation interest
rate to the valuation date for the current
year plus contributions minus benefit dis-
bursements, all adjusted with interest at
the valuation rate to the valuation date for
the current year.  If the expected value is
less than the market value, the difference
is a gain.  Conversely, if the expected
value is greater than the market value, the
difference is a loss.

For example, if the smoothing period is
five years, the actuarial value of the assets
will be the market value of the plan’s as-
sets, with gains subtracted or losses added
at the rates described as follows:

(i) 4/5 of the prior year’s gain or loss
(ii) 3/5 of the second preceding year’s

gain or loss
(iii) 2/5 of the third preceding year’s

gain or loss
(iv) 1/5 of the fourth preceding year’s

gain or loss
.16 Approval 16. Approval is granted

for a change in asset valuation method to
the smoothed market value (with phase-
in) described below, or to any alternative

formulation that is algebraically equiva-
lent to this smoothed value.  The asset
value determined under the method will
be adjusted to be no greater than 120%
and no less than 80% of the fair market
value defined in § 1.412(c)(2)–1(c). 

In the first year this method is used the
actuarial value of assets is equal to the
market value as of the valuation date.  In
each subsequent year, the smoothed value
is calculated in the same manner as in Ap-
proval 15, except that the only gains or
losses recognized are those occurring in
the year of the change and in later years.
The stated smoothing period may not ex-
ceed five (5) plan years.

.17 Approval 17. Approval is granted
for a change in asset valuation method to
the average value (as defined in
§ 1.412(c)(2)–1(b)(7)), modified to use
the alternative phase-in as described
below, or to any alternative formulation
that is algebraically equivalent to this av-
erage.  The asset value determined under
the method will be adjusted to be no
greater than 120% and no less than 80%
of the fair market value defined in
§ 1.412(c)(2)–1(c). 

In the first year this method is used, the
actuarial value of assets is equal to the
market value.  In the second year, the av-
erage value is calculated in the same man-
ner as in Approval 11, except that the av-
eraging period is two years.  In the third
year, the average value is calculated in the
same manner as in Approval 11, except
that the averaging period is three years.
This process continues until the stated av-
eraging period (not to exceed five years)
is reached.
.02  Section 4 of Rev. Proc. 95-51 (Spe-
cial Approvals) is modified to add a new
§ 4.05 as follows:

.05 Approval for Change in Valuation
Software

(1) Approval is granted for a change in
method that results from a change in valu-
ation software where all the conditions set
forth in paragraphs (2) through (8) are sat-
isfied. Note that certain changes in valua-
tion software may not constitute changes
in funding method.  For example, the up-
date of the valuation software to incorpo-
rate the actual social security taxable
wage base for the current year is not a
change in funding method.  Also, if all of
the results of each specific computation
are the same after the change in valuation


